AUTHENTICATED 
U.S. GOVERNMENT 
INFORMATION ^ 


S. Hrg. 107-871 

OVERSIGHT OF INVESTMENT BANKS’ RESPONSE 
TO THE LESSONS OF ENR0N-V0L. I 


HEARING 

BEFORE THE 

PERMANENT SUBCOMMITTEE OF INVESTIGATIONS 

OF THE 

COMMITTEE ON 
GOVERNMENTAL AFFAIRS 
UNITED STATES SENATE 

ONE HUNDRED SEVENTH CONGRESS 

SECOND SESSION 


DECEMBER 11, 2002 


Printed for the use of the Committee on Governmental Affairs 



U.S. GOVERNMENT PRINTING OFFICE 
83—185 PDF WASHINGTON : 2003 


For sale by the Superintendent of Documents, U.S. Government Printing Office 
Internet: bookstore.gpo.gov Phone: toll free (866) 512—1800; DC area (202) 512-1800 
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001 


COMMITTEE ON GOVERNMENTAL AFFAIRS 


JOSEPH I. LIEBERMAN, Connecticut, Chairman 
CARL LEVIN, Michigan 
DANIEL K. AKAKA, Hawaii 


RICHARD J. DURBIN, Illinois 
ROBERT G. TORRICELLI, New Jersey 
MAX CLELAND, Georgia 
THOMAS R. CARPER, Delaware 
JEAN CARNAHAN, Missouri 
MARK DAYTON, Minnesota 


FRED THOMPSON, Tennessee 
TED STEVENS, Alaska 
SUSAN M. COLLINS, Maine 
GEORGE V. VOINOVICH, Ohio 
THAD COCHRAN, Mississippi 
ROBERT F. BENNETT, Utah 
JIM BUNNING, Kentucky 
PETER G. FITZGERALD, Illinois 


Joyce A. Rechtschaffen, Staff Director and Counsel 
Richard A. Hertling, Minority Staff Director 
Darla D. Cassell, Chief Clerk 


PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 


CARL LEVIN, Michigan, Chairman 

DANIEL K. AKAKA, Hawaii, 


RICHARD J. DURBIN, Illinois 
ROBERT G. TORRICELLI, New Jersey 
MAX CLELAND, Georgia 
THOMAS R. CARPER, Delaware 
JEAN CARNAHAN, Missouri 
MARK DAYTON, Minnesota 


SUSAN M. COLLINS, Maine 
TED STEVENS, Alaska 
GEORGE V. VOINOVICH, Ohio 
THAD COCHRAN, Mississippi 
ROBERT F. BENNETT, Utah 
JIM BUNNING, Kentucky 
PETER G. FITZGERALD, Illinois 


Elise J. Bean, Acting Staff Director and Chief Counsel 
Robert L. Roach, Counsel and Chief Investigator 
Kim Corthell, Minority Staff Director 
Mary D. Robertson, Chief Clerk 


(II) 



CONTENTS 


Opening statements: Page 

Senator Levin 1 

Senator Collins 7 

Senator Bennett 10 

WITNESSES 

Wednesday, December 11, 2002 

Charles O. Prince III, Chairman and Chief Executive Officer, Citigroup Glob- 
al Corporate and Investment Bank, New York, New York 12 

David C. Bushnell, Managing Director, Global Risk Management, Citigroup/ 

Salomon Smith Barney, New York, New York 15 

Richard Caplan, Managing Director and Co-Head, Credit Derivatives Group, 
Salomon Smith Barney North American Credit/Citigroup, New York, New 

York 16 

William T. Fox III, Managing Director, Global Power and Energy Group, 

Citibank/Citigroup, New York, New York 16 

Michael E. Patterson, Vice Chairman, J.P. Morgan Chase and Company, 

New York, New York 44 

Robert W. Traband, Vice President, J.P. Morgan Chase and Company, Hous- 
ton, Texas, accompanied by Eric N. Peiffer, Vice President, J.P. Morgan 

Chase and Company, New York, New York 46 

Andrew T. Feldstein, Managing Director, Co-Head Structured Products and 
Derivatives Marketing, J.P. Morgan Chase and Company, New York, New 

York 49 

Muriel Siebert, President and Chair, Muriel Siebert and Company, Inc., New 

York, New York 66 

Richard Spillenkothen, Director, Division of Banking Supervision and Regula- 
tion, The Federal Reserve, Washington, DC 71 

Douglas W. Roeder, Senior Deputy Comptroller for Large Bank Supervision, 

Office of the Comptroller of the Currency, Washington, DC 73 

Annette Nazareth, Director, Division of Market Regulation, U.S. Securities 
and Exchange Commission, Washington, DC 75 

Alphabetical List of Witnesses 

Bushnell, David C.: 

Testimony 15 

Prepared statement 101 

Caplan, Richard: 

Testimony 16 

Prepared statement 103 

Feldstein, Andrew T.: 

Testimony 49 

Joint prepared statement 107 

Fox, William T. Ill: 

Testimony 16 

Prepared statement 104 

Nazareth, Annette: 

Testimony 75 

Prepared statement 134 

Patterson, Michael E.: 

Testimony 44 

Prepared statement 105 


(III) 



IV 


Page 


Peiffer, Eric N.: 

Testimony 46 

Joint prepared statement 107 

Prince, Charles O. Ill: 

Testimony 12 

Prepared statement 91 

Roeder, Douglas W.: 

Testimony 73 

Prepared statement 123 

Siebert, Muriel: 

Testimony 66 

Prepared statement 113 

Spillenkothen, Richard: 

Testimony 71 

Prepared statement 117 

Traband, Robert W.: 

Testimony 46 

Joint prepared statement 107 

APPENDIX 

Permanent Subcommittee on Investigations Staff Report on “Fishtail, Bac- 
chus, Sundance, and Slapshot: Four Enron Transactions Funded and Facili- 
tated by U.S. Financial Institutions,” December 11, 2002 150 

EXHIBITS 

VOLUME I 

301. a. Bacchus, The appearance is a sale, chart prepared by the Permanent 

Subcommittee on Investigations 185 

b. Bacchus, The reality is a loan, chart prepared by the Permanent 

Subcommittee on Investigations 186 

302. a. Sundance, The appearance is a joint investment, chart prepared by 

the Permanent Subcommittee on Investigations 187 

b. Sundance, [The appearance is a joint investment,] The reality is a 

sham investment by Citigroup, chart prepared by the Permanent 
Subcommittee on Investigations 188 

c. Sundance, The agreement included these provisions, chart prepared 

by the Permanent Subcommittee on Investigations 189 

303. a. $1 Billion Cash Flow, June 22, 2001, chart prepared by the Perma- 

nent Subcommittee on Investigations 190 

b. $1 Billion Cash Flow, June 22, 2001, chart prepared by the Perma- 
nent Subcommittee on Investigations 191 

c. Flagstaff-Hansen $1.4 Billion, Share Subscription I Assumption I Pay- 

ment Set Off, chart prepared by the Permanent Subcommittee on 
Investigations 192 

d. $1 Billion Cash Flow, June 22, 2001, chart prepared by the Perma- 
nent Subcommittee on Investigations 193 

304. Enron Guarantees Citigroup’s “Equity” Investment In Bacchus, chart 

prepared by the Permanent Subcommittee on Investigations 194 

Project Fishtail Transaction: 

305. Fishtail deal structure, dated January 21, 2002, prepared by Deloitte 

& Touche 195 

306. LJM2 Investment Summary for Fishtail, dated December 20, 2000 196 

307. Investment Return Summary for Fishtail prepared by LJM2 199 

308. Benefits to Enron Summary, Deal Name: Ampato (Fishtail), dated De- 
cember 20, 2000, prepared by LJM2 200 

309. Enron’s LJM2 Approval Sheet for Fishtail, dated December 18, 2000 201 

310. Project Fishtail / 125 Structure 205 

311. Structuring Summary, Project Grinch, dated December 18, 2000, pre- 
pared by Chase 206 



V 


Page 


312. Project Grinch LP, summary memorandum prepared by Chase, Decem- 
ber 16, 2000 208 

313. Enron Corporate Development Asset Inventory, Tentative and Prelimi- 
nary, EIM, updated 11/25/01 211 

314. Enron Corp. email, December 2000/January 2001, re: 2000 Accomplish- 
ments, attaching document, Mike Patrick 2000 Accomplishments 212 

315. Chase fee letter to Enron Corp. signed by both parties, December 20, 

2000, re: Fishtail (... an advisory fee in an amount equal to $500,000. 

. . .) 214 

Project Bacchus Transaction: 

316. Project Bacchus, deal structure chart prepared by Enron Corp 216 

317. Transaction Descriptions: Project Bacchus, Summary and Structure De- 
scription, prepared by Enron Corp 217 

318. Global Loans Approval Memorandum, December 6, 2000, prepared by 

Citibank, re: Project Bacchus 219 

319. Citibank email, April 2001, re: Enron Credit Approval ($200mm — Bac- 
chus: SPV where we have a total return swap from Enron for $180 

mm and verbal support for the balance . . .) 223 

320. Executive Summary, including Bacchus I Caymus Trust Facility, prepared 

by Citibank 224 

321. Project Bacchus, 3% Test and Gain Calculation, prepared by Enron 

Corp 225 

322. a. Citibank email, November 2000, re: Enron update (Enron’s motiva- 

tion in the deal now appears to be writing up the asset in question 
from a basis of about $100MM to as high as $250MM, thereby cre- 
ating earnings.) 226 

b. Citibank email, November 2000, re: Enron update (. . . but it will 

be major appropriateness issue as will the first two) 228 

c. Citibank email, November 2000, re: Enron / Bacchus Summary (They 

[Enron] have offered to have the CFO discuss this at whatever level 
of our [Citibank] organization we think necessary to obtain the right 
comfort) 229 

d. Citibank email, December 2000, re: ENE / Bacchus Update (It is pos- 
sible, but not certain, that there will be an earnings impact. . . .) 232 

e. Citibank email, December 2000, re: ENE /Bacchus (There are “tech- 
nical” issues with Networks which MAY make Bacchus unworkable. 

. . .) 233 

f. Citibank email, December 2000, re: Enron ([HJowever, the $200 mil- 

lion represents 16.3% and 22.4% of operating cash flow and net in- 
come . . .), attaching estimated Enron figures 234 

g. Citibank email, December 2000, re: Enron (Based on 1999 numbers 
would appear that Enron significantly dresses up its balance sheet 

for year end; . . .) 237 

h. Citibank email, December 2000, re: Enron / Bacchus (The equity com- 
ponent has been approved on the basis of verbal support verified 

by Enron CFO, Andy Fastow.) 239 

i. Citibank email, December 2000, re: Enron / Bacchus (Sounds like we 

made a lot of exceptions to our standard policies. . . .) 242 

j. Citibank email, May 2001, re: Bacchus Unwind (. . . sufficient for 

the Trust to prepay the notes in full plus break costs.) 243 

323. Capital Markets Approval Committee, New Project / Complex Transaction 

Description Guidelines, Enron Corp., Project Bacchus FAS 125 Trans- 
action, 12/11/00 draft, prepared by Citibank 244 

324. Arthur Andersen LLC Memorandum, December 2000, re: Fishtail LLC 

Formation / Securitization 246 

325. Arthur Andersen email, November 1999, re: Total Return Swaps 250 

Project Sundance Transaction: 

326. Description of the Sundance Transaction, 10/29/01, prepared by 

Citibank 253 



VI 


Page 


327. Capital Markets Approval Committee (CMAC), Minutes to Meeting, May 

16, 2001, Project Sundance (Enron Corp.), prepared by Citibank 255 

328. a. Chart prepared by Enron Corp., Sundance Steps, Updated May 16, 

2001, 5pm 257 

b. Sundance Steps, Updated May 11, 2001, 5:44 pm 259 

c. Sundance Steps, Updated June 1, 2001 260 

329. Enron Corp. Presentation, Enron Industrial Markets Finance Presen- 
tation of Sundance Industrial Partners, June 1, 2001 261 

330. Enron Corp. Presentation, Enron Industrial Markets — Finance, Presen- 

tation of Sundance Industrial Partners to Salomon Smith Barney, NY, 
August 2001 264 

331. Enron Corp. Presentation, Enron Industrial Markets — Finance, Potential 

paper mill acquisition presentation to Salomon Smith Barney, September 
2001 271 

332. First cut at questions re Sundance, prepared by Citibank 280 

333. a. Citibank email, April 2001, re: sundance (\YVie argument for why 

it is debt even if we take a partnership interest that it is more debt 
like than equity.) 282 

b. Citibank email, May 2001, re: Enron Slapshot Structure 283 

c. Citibank email, May 2001, re: Materials for CMAC meeting, attaching 

copy of Capital Markets Approval Committee, New Project / Complex 
Transaction Description Guidelines, Enron Corp., Project Sundance 
Transaction, prepared by Citibank 285 

d. Citibank email, May 2001, re: cmac memo ([Pjerwein wanted to say 

that this is a funky deal (accounting-wise.)) 290 

e. Citibank email, May 2001, re: sundance (... is a structure that 

insures, insofar as possible, that it will never get drawn.) 291 

f. Citibank email, May 2001, re: sundance (... I do not understand 

why we are proposing to do this transaction.) 292 

g. Citibank email, May 2001, re: Sundance 294 

h. Citibank email, May 2001, re: Treatment for Project Sundance, in- 

cludes a handwritten comment that contingent capital commitment 
cannot be drawn since SBHC will dissolve partnership if draws trig- 
gers are being approached.) 295 

i. Citibank email, May 2001, re: Enron / Sundance (Still an equity in- 
vestment of sorts (acctg and tax basis for partnership) but is struc- 
tured in such a way that the 670 bps is guaranteed or we blow 
the deal. Also our “invest” is so subordinated and controlled that 

it is “unimaginable” how our principal is not returned.) 296 

j. Citibank email, May 2001, re: Sundance / Firm Investment (... it 

does appear that we will need to have approval at some point from 
Mike Carpenter . . .) 297 

k. Citibank (Eleanor Wagner) email, May 2001, re: Project Sundance, 

including draft memo for Michael Carpenter, expressing Risk Man- 
agement’s Concerns 298 

l. Citibank email, May 2001, re: sundance (We do still need Barbara 

Yastine and Mike Carpenter to approve before we close?) 300 

m. Citibank email, May 2001, re: Sundance (Approval sits in front of 

Carpenter waiting for signature.) 301 

n. Citibank email, May 2001, re: Memo on Enron-Project Sundance 

(We (Bill Fox and I) share Risk’s view and if anything, feel more 
strongly that suitability issues and related risks when coupled with 
the returns, make it unattractive.), attaching May 2001 Dave 
Bushnell Memorandum to Mike Carpenter 302 

o. Citibank email, May 2001, re: sundance ([A] ny word ? am getting 

a significant amount of pressure from enron to execute.) 305 

p. Citibank email, June 2001, re: Sundance Closing 306 

q. Citibank email, June 2001, re: Sundance Approvals (No . . . was 

given a verbal go ahead . . . Understand signed is to follow.) 307 

r. Citibank email, June 2001, re: Sundance (Mike then had a conversa- 
tion with Dave Bushnell, who shared with us Mike’s feedback.) 308 



VII 


Page 


333. a. Citibank email, April 2001, re — Continued 

s. Citibank email, October 2001, re: Sundance Revenues 309 

t. Citibank email, October 2001, re: sundance redux, attaching Descrip- 
tion of the Sundance Transaction 310 

u. Citibank email, October 2001, re: Enron Exposure on NA Credit 
Derivs (Note that these equity partnerships, are designed to act as 

debt exposure . . .) 313 

v. Citibank email, October 2001, re: ene transactions (Sundance . . . 

allows Enron to manage its paper and pulp physical assets and 
trading business off-balance sheet.) 315 

w. Citibank email, October 2001, re: sundance (According to Enron, 

our $28.5MM is being held in bank deposits.) 316 

x. Citibank email, November 2001, re: Sundance Paper (ENE wants 
to “discuss” I have not reiterated the imperative nature of request, 

did NOT waive the BoD stick. . . .) 317 

y. Citibank email, November 2001, re: Enron Sundance — the paper trad- 

ing partnership (Last night we came to terms with Enron for the 
purchase of our interest in the Sundance partnership.) 318 

334. Citibank/SolomonSmithBarney Interoffice Memo, May 2001, re: Enron 

Corp. — Project Sundance (Transactions Overview, Description of the As- 
sets, Economics) 319 

335. Accounting for Investments in Limited Partnerships and Other Joint 

Ownership Entities, prepared by Enron Corp 324 

336. Arthur Andersen email, August 2000, re: 4 to 1 test 334 

Project Slapshot Transaction: 

337. Flagstaff Funding Flows, diagram prepared by Enron Corp 347 

338. Transaction Summary, Flagstaff 7 Enron Transaction, prepared by 

JPMorgan Chase 348 

339. Slapshot Savings, diagram prepared by Enron Corp 354 

340. Project Slapshot, Transaction Diagram — @ Closing, June 2001, prepared 

by Enron Corp 355 

341. Structuring Summary, Flagstaff Capital Corporation, February 2001, 

(partial) prepared by JPMorgan Chase 356 

342. Enron Corp. Stadacona, JPMorgan Chase presentation 362 

343. Proposal to Enron Industrial Markets, Structured Canadian Financing 

Transaction (Project “Slapshot”), January 11, 2001, JPMorgan Chase 
presentation 379 

344. Structured Canadian Financing Transaction, Organizational Meeting, 

February 8, 2001, JPMorgan Chase presentation 396 

345. Slapshot Transaction Diagram 416 

346. Project Slapshot, Transaction Components, June 2001, Enron Corp. pres- 
entation 422 

347. J.P. Morgan Securities Inc./Enron Corp. correspondence, June 2001, re: 

Tax Comfort Letter — Enron Structured Financing 426 

348. J.P. Morgan Securities Inc./Enron Corp. correspondence, June 2001, re: 

U.S. Tax Matters — Enron Structured Financing 428 

349. 206. (f) Agreement between Flagstaff Capital Corporation and Hanson 

Investments Co., June 2001 431 

350. Credit Agreement between Hansen Investments Co., Flagstaff Capitol 

Corporation and The Chase Manhattan Bank, June 2001 434 

351. Project Slapshot, Discussion Session, March 2001, presentation prepared 

by JPMorgan Chase 514 

352. Tax opinion letter from Blake, Cassels & Graydon LLP to Enron Corp., 

June 2001, re: Canadian Tax Consequences of Proposed Financing 525 

353. Tax opinion letter from Blake, Cassels & Graydon LLP to Chase Securi- 

ties, Inc., November 2000, re: Canadian Tax Consequences of Proposed 
Financing 544 

354. Tax opinion memorandum from Skadden, Arps, Slate, Meagher & Flom 

LLP to Enron Wholesale Services, August 2001, re: Project Slapshot 565 

355. Project Slapshot Structured Financing Fee Letter (Arranger), June 2001 . 593 



VIII 


Page 


356. Fee Agreement, between J.P. Morgan Securities Inc. and Compagnie 

Papiers Stadacona, June 2001 596 

357. a. JPMorgan Chase email, February 2001, re: Some Good News 

(Slapshot) (Bruce and Eric run the Slapshot product.) 600 

b. JPMorgan Chase email, February 2001, re: Project Slapshot (The 

lawyers have slammed on the brakes until we confirm that the net 
accounting for the twist we’re contemplating will work.) 601 

c. JPMorgan Chase email, February 2001, re: Slapshot ("As discussed, 
the lawyers (especially the tax lawyers) are hesitant to state explicitly 
Chase’s intention to set-off ... as they wish to keep the documents 

as “arm’s length” as possible . . .) 607 

d. JPMorgan Chase email, May 2001, re: Wed conf call — discussion 

points, attaching Enron Discussion Points (May 9, 2001) 608 

e. JPMorgan Chase emails, February and May 2001, re: Project Rio 

Grande (a.k.a. Flagstaff Capital Corporation) — HEADS UP MEMO 
(Club Bank Target Hold: $60MM . . ) 611 

f. JPMorgan Chase email, June 2001, re: Flagstaff I. D. #’s (The $1.1 

billion will be repaid same day.) 613 

g. Citibank email, June 2001, re: Additional Daylight Overdraft Request 

from Enron (Enron will require additional daylight overdraft protec- 
tion on Friday 6 / 22 / 2001 . . .) 614 

h. JPMorgan Chase email, October 2001, re: Flagstaff Syndication Up- 

date (fLjets make sure we lock up Citi and Boa on confidentiality 
agreements, for what they’re worth.) 621 

i. JPMorgan Chase email, October 2001, re: Enron Flagstaff (The mes- 
sage from Enron to them is “you have to do this.”) 622 

j. JPMorgan Chase email, November 2001, re: Enron — Flagstaff (The 
papers were signed with a $56.25MM target hold to be achieved 

by 9 130.) 623 

k. Eric Peiffer/JPMorgan Chase email, October 2001, re: enron respon- 

sibilities (Eric did an outstanding job and took on serious responsibil- 
ities.) 624 

358. Bill W. Brown, Accomplishments for the First Half of 2001 626 

359. Doug McDowell resume 627 

360. Project Slapshot brief, Project Slapshot Scores!, prepared by Enron Corp 629 

361. Sundance Transaction, Slapshot Financing, prepared by Citigroup 630 

362. Enron Corp. email, December 2000, re: Canadian Financing Proposal 

(... it is a similar version of an arrangement that Morris and I have 
independently been developing with our Canadian counsel . . .) 632 

363. Enron Corporation Closing Funds Flows for Slapshot, Closing Date: 

Friday, 6122100, Final 633 

364. Memorandum prepared by Tim Edgar, Faculty of Law, The University 

of Western Ontario, to the Permanent Subcommittee on Investigations, 
December 9, 2002, re: Canadian Income Tax Consequences of Flagstaff I 
Enron Transaction 638 

365. Enron Industrial Markets Finance Presentation of Sundance and 

Slapshot, March 21, 2001, prepared by Enron Corp 646 

366. Citicorp / Citibank Credit Approval, Enron Corporation, December 2000, 

indicating “verbal guarantees” of Project Bacchus “equity” (see page 
Bates #CITI-SPSI 0128921) 655 

367. Accounting Schedules for Projects Fishtail and Sundance, prepared by 

Enron Corp 680 

368. Letter from Skadden, Arps, Slate, Meagher & Flom LLP (attorneys 

for Enron Corp.) to the Permanent Subcommittee on Investigations, 
December 10, 2002, regarding status of the loans, assets, and entities 
involved in the Slapshot transaction 684 

369. JPMorgan Chase email, July 1998, attaching copy of Prepay pitch pres- 
entation 687 

370. JPMorgan Chase email, March-July 1999, re: Prepaid Forwards and 

Disguised Loans 701 



IX 


Page 


VOLUME II 

371. Enron Net Works Partners: Valuation Analysis of Contributed Assets, 

Chase Securities Inc., November 20, 2000 1 

372. Fishtail LLC, Enron Corp. draft document summarizing Project Fishtail 

(undated) 19 

373. Amended and Restated Limited Liability Company Agreement of Fishtail 

LLC, December 19, 2000 22 

374. Summary of Project Fishtail, prepared by Deloitte & Touche, LLP, for 

the Powers Report, dated January 21, 2002 74 

375. Data Sheet Report, Caymus Trust (do Wilmington Trust) as of February 

22, 2002 102 

376. Amended and Restated Limited Partnership Agreement of Sundance In- 
dustrial Partners, L.P., June 1, 2001 103 

377. Citibank email, June 2001, re: Apache Opportunity (Any feedback from 

Carpenter on Sundance; apparently the deal closed.) 175 

378. Senior Bank Contacts, document prepared by Enron Corp 176 

379. Enron status as of November 26, 2001 in terms of directors, officers, 

stock outstanding, and direct subsidiaries 177 

380. Enron Corp. Memorandum, October 1, 2000, re: Accounting Enron’s 

Investment in Fishtail LLC 191 

381. Additional documents regarding Project Bacchus: 

a. Enron Corp. Memorandum, December 31, 2000, re: Project Bacchus 

Transaction Memorandum 196 

b. Fishtail Total Costs 202 

c. Citibank email, October 2000, re: Enron / Project Bacchus (Dan sees 

NO chance that this deal will not go ahead . . .) 203 

d. Citibank email, December 2000, re: Bacchus Equity (As you know 

we are looking for a balance sheet provider for the new Enron trade.) . 204 

e. Citibank email, December 2000, re: Enron Bacchus (Citibank GRB 
have agreed to provide a 9-month facility for the 194 M and also 

to take the credit risk on the equity portion.) 205 

f. Citibank fax, December 12, 2000, attaching copy with comments of 

Global Loans Approval Memorandum, December 6, 2000, re: Project 
Bacchus (from section on page 3 entitled, Enron Corporate Credit 
Risk: Enron Corp. will essentially support the entire facility, whether 
through a guaranty or verbal support.) 206 

g. Citibank email, December 2000, re: Enron follow-up (Having this 

source of liquidity during this nanosecond is important in providing 
certain legal opinions . . .) 211 

h. Citibank email, December 2000, re: Enron / Bacchus (. . . the RAP 
treatment should be that the Banking Book will view the Certificates 

as if it made a loan in the face amount of the Certificates.) 212 

i. Enron Corp. email, January 2001, re: Fishtail in EIM Partners (In 

talking to Jeff, he does not like the way I was proposing that Fishtail 
went into EIM Ptrs . . .) 213 

j. Citibank email, February 2001, re: Bacchus (I had an Enron question 

regarding the Enron gty provided for Baccusfsp?).) 214 

k. Citibank email, May 2001, re: phone call with bill brown 215 

l. Citibank email, November 2001, re: Enron Exposure (For Bushnell), 

attaching Enron exposure table 216 

382. Additional documents regarding Project Sundance: 

a. Sundance Earnings (Still Under Negotiation), document prepared by 

Enron Corp 218 

b. Administrative Agent Fee Calculation, document prepared by Enron 

Corp 219 

c. Amended and Restated Sundance Limited Partnership Agreement, 

June 1, 2001 220 

d. Final Sundance Numbers, document prepared by Enron Corp 293 



X 


Page 


382. Additional documents regarding Project Sundance — Continued 

e. Citibank email, May 2001, re: Sundance (Re fleet: we shd approach 
these guys by saying we are rolling the trs they have on bacchus 

but also adding to it) 295 

f. Citibank email, May 2001, re: Sundance (Thoughts or concerns I 

had as I read the revised Sundance LP Agreement:) 296 

g. Citibank email, May 2001, re: sundance (... I do not understand 
why we are proposing to do this transaction. . . .), attaching copy 

of First cut at questions re Sundance 298 

h. Citibank email, May 2001, re: Second Sundance question set, attach- 
ing copy of Second Set of Sundance Questions 301 

i. Citibank email, May 2001, re: Sundance Partnership 304 

j. Enron email, May 2001, re: Updated Step by Step Sundance structure 

Chart— 03/22/01 306 

k. Enron Corp. Presentation, Enron Industrial Markets Finance Presen- 
tation of Sundance Industrial Partners, June 1, 2001 311 

383. Additional documents regarding Project Slapshot: 

a. Flagstaff Capital Corporation, $375,000,000, Senior Credit Facility, 

JPMorgan Confidential Information Memorandum, May 2001 316 


b. Enron Corp. (Morris Clark to Joseph Deffner) email, undated, re: 
Repatriation of Cash from Enron Canada (It should be noted that 
repaying the Preferred Shares within the same year as entering into 
Project Slapshot puts pressure on both of the above factors and, as 


such, puts the integrity of the transaction at risk.) 352 

c. Daishowa Acquisition Structure Steps, charts prepared by Enron 

Corp 353 

d. JPMorgan Chase email, February 2000, re: Slapshot — Frazer Milner 

Tax Opinion, attaching copy of draft opinion on Re: Canadian Struc- 
tured Finance Proposal 360 

e. Handwritten notes of Enron Corp. re: Project Slapshot 379 

f. Blake, Cassels & Graydon LLP Memorandum to Enron Corp., Janu- 
ary 2001, re: Prepaid Forward Structure 387 

g. Enron Corp./Blake, Cassels & Graydon LLP email, February 2001, 

re: Rider, attaching draft recharacterization rider 394 

h. Project Slapshot, Canadian Tax Advantaged Financing Structure for 

Project Crane & ECC Operations, March 20, 2001, Enron Corp. pres- 
entation 396 

i. Enron Corp. email, March 2001, re: Requirements for Right of Offset 

accounting 417 

j. Enron Corp./Blake, Cassels & Graydon LLP email, March 2001, re: 

Canadian Guaranty Issue with attached Enron Corp. handwritten 
notes re: Slapshot 418 

k. Blake, Cassels & Graydon LLP Memorandum, March 2001, re: War- 
rant Arrangement 420 

l. JPMorgan Chase email, March 2001, re: enron 422 

m. Flagstaff Capital Corporation (Delaware), Assets and Liabilities, docu- 
ment produced by JPMorgan Chase 423 

n. Enron Corp./Blake, Cassels & Graydon LLP email, April 2001, re: 

Comments on drafts of April 12/01, attaching copy of April 2001 
Blake, Cassels & Graydon LLP Memorandum 424 

o. Blake, Cassels & Graydon LLP Draft Memorandum, May 2001, re: 

Tax Issues 428 

p. Enron Corp./Blake, Cassels & Graydon LLP email, May 2001, re: 

Tax Benefit Analysis, attaching draft Tax Benefit Analysis 432 

q. Handwritten notes of Enron Corp., May 2001, re: Slapshot 435 

r. Enron Corp. email, May 2001, re: Journal Entries ([Hjere are account- 

ing entries for the slapshot transaction.), attaching copy of Slapshot- 
Initial Purchase; Slapshot — Year 1-5 Balance Sheet; and Slapshot- 
Year 5 End Unwind 436 

s. Enron Corp. Memorandum, May 2001, re: Project Slapshot — Step- 

by-Step Description 440 



XI 


Page 


383. Additional documents regarding Project Slapshot — Continued 

t. Handwritten notes of Enron Corp., June 2001, re: Slapshot 443 

u. Enron Corp./Blake, Cassels & Graydon LLP email, June 2001, re: 

Blokes Second Set-off Opinion re: Hansen-Flagstaff, attaching Blake, 
Cassels & Graydon LLP correspondence concerning Project Slapshot . 449 

v. Flagstaff Capital Corporation, Commitment Allocations as of Sep- 
tember 24, 2001 453 

w. Blake, Cassels & Graydon LLP invoice for services rendered for 

the period ended June 21, 2001, re: Project Slapshot 454 

x. Enron Corp. Memorandum, October 2001, re: Campagnie Papiers 

Stadacona 456 

y. Vinson & Elkins invoice for services posted through June 27, 2001, 

re: Project Slapshot-Enron $400,000,000 Structured Financing 458 

z. Project Dasher, Preliminary Tax Disposition Structures To Maintain 

Project Slapshot, August 31, 2001, prepared by Enron Corp 459 

aa. Enron Corp. email, December 2001, re: Slapshot (. . . doug, pis call 

me asap since you are the most knowledgeable.) 463 

bb. Handwritten notes of Enron Corp., December 2001, re: Slapshot / 

CPS restructuring with attached copy of Enron Corp. Memorandum, 
December 2001, re: Proposed Sale of Stadacona Mill — Restructuring 

Steps 464 

cc. Blake, Cassels & Graydon LLP Memorandum, December 2001, re: 

Slapshot Restructuring / CPS Sale 468 

dd. Enron Corp. facsimile to Jeff McMahon, December 2001, re: 

Stadacona (Project Slapshot) 481 

ee. Blake, Cassels & Graydon LLP Memorandum, January 2002, re: 

Slapshot Structure, Current Status Issues and Proposed Transactions 489 
ff. JPMorgan Chase email, January 2002, re: Flagstaff Commitment and 
Fee Letter (Given the sensitivity to the Enron name and this trans- 
action in particular, I would suggest writing this up as an exception.) . 494 

gg. Enron Corp. Memorandum, November 2002, re: Project Slapshot — 

Quarterly Payments 495 

hh. Patton Boggs LLP correspondence, on behalf of JPMorgan Chase, 
to the Permanent Subcommittee on Investigations, December 2002, 

re: structuring fees paid to JPMC 497 

ii. Canadian Financing Strategy, A Presentation to Enron Corp., Sep- 
tember 2000, National Australia Group 498 

jj. Additional Points, JPMorgan Chase document regarding Project 

Slapshot 510 

kk. Daishowa Acquisition Structure Steps, Enron document regarding 

Project Slapshot 511 

384. Documents regarding Project Crane and Project Boomerang: 

a. Enron Corp. email, December 2000, re: Project Crane — Status Up- 
dated and Next Steps (I would to inform everyone that yesterday 

we had a meeting with Jeff Skilling to present Project Crane . . .) 514 

b. Enron Corp. email, December 2000, re: Skilling presentation on EIM 

Pulp and Paper Market Making Strategy 515 

c. Enron Risk Assessment and Control Deal Approval Sheet, December 

2000, re: Project Crane 535 

d. Project Crane, Steps to Acquire SAT and DFPL and Post-Acquisition 

Undertakings, draft of presentation 542 

e. Project Boomerang, Transaction Overview, prepared by JPMorgan 

Chase 548 

f. JPMorgan Chase email, November 2000, re: Project Boomerang (I 
think what we would like to try to do is define fair market value 
in such a way that it always turns out to be equal to the value 

at which the SPE purchased the business.) 551 

385. Additional documents relating to FAS 125/140 Transactions: 

a. FASB Statement No. 125, Enron Corp. presentation 553 



XII 


Page 


385. Additional documents relating to FAS 125/140 Transactions — Continued 

b. Update on FASB 140, Transfers of Financial Assets & Extinguish- 
ment of Liabilities, June 2001, Enron Corp. presentation, 571 

c. Andersen email, November 1999, re: Total Return Swaps 584 

d. Enron Corp./Andersen email, September 2001, re: Background of 

Project Hawaii 125-0 587 

e. Enron Corp. Memorandum, December 2001, re: Hawaii Structure 

Summary 590 

f. Enron Corp., Pre-Tax Earnings Analysis of SFAS 140’s 1998-2001 593 

g. Enron Corp. email, May 2001, re: Offshore Double Lease Accounting 

Treatment 594 

386. Documents relating to transactions involving Canadian Imperial Bank 

of Commerce (CIBC) and Enron Corp., November, 2002 598 

387. Additional documents regarding Enron Corp. structured finance deals 

generally: 

a. Global Finance: Funding Vehicles, May 2000, Enron Corp. presen- 
tation 613 

b. Funds Flow Vehicles, Enron Corp. document 621 

c. Structured Finance Vehicle, August 24, 2001, Enron Corp. presen- 
tation 629 

d. Enron Corp., Structured Transactions Group Overview, June 2001 652 

e. Enron Structured Finance List As of 11 / 16 / 2001 659 

388. Documents regarding Enron Bank Reviews: 

a. Enron Corp. email, July 2000, re: Bank relationship review 686 

b. Debt Investor Relationship Review, January 2001, Enron Corp. pres- 
entation 689 

389. Documents regarding Enron Asset Valuations: 

a. Whitewing Presentation, August 14, 2001, prepared by Enron Corp .... 741 

b. Enron Global Assets and Services, Equity Value Schedule, $(Millions), 

As of June 2001 753 

c. Enron Global Assets & Services, Significant Exposures (InUS$MM’s), . 754 

390. Additional documents regarding Enron Prepay Transactions: 

a. Correspondence between Citigroup and the Permanent Subcommittee 

on Investigations, July 2002-January 2003, regarding Delta Energy 
Corporation 755 

b. Correspondence between JPMorgan Chase and the Permanent Sub- 

committee on Investigations, July 2002-January 2003, regarding 
Mahonia, Ltd 812 

c. Summary of Proposed Transaction Approval Process (TAP) Policy Re- 

visions, undated, from the “H” drive of the computer of Enron Corp. 
employee Rick Carson 952 

d. Proposed Gas Storage Monetization Structure, undated, from the “H” 

drive of the computer of Enron Corp. employee Michael Garberding ... 953 

e. Enron Corp. email, December 2000, re: New Prepay with Chase (In 
the prior transactions, we have received a prepayment from Mahonia 

on a forward delivery schedule of fixed volumes.) 959 

f. Enron Corp./JPMorgan Chase email, September 2001, re: Rep Letter 

for Mahonia, attaching draft Mahonia representation letter 960 

g. Enron Corp. email, June 2001, re: Sample Swap Co Letter (I am 

still trying to track down the original “Delta I Mahonia” Letter. Every- 
one seems to have shredded their files, which is a little disturbing.) .... 962 

h. Enron Corp. email, November 2001, re: Steps for $250mm Swap 

Assumption 963 

i. Enron Corp. email, September 2001, re: New Confirm 967 

j. Enron Corp. email, July 2001, re: Citibank / Delta Prepay (. . . the 

auditors would like to verify that the MMBtus involved in the trade 
are not inconsistent with normal trades that run through the financial 
book for gas.) 972 



XIII 


Page 


390. Additional documents regarding Enron Prepay Transactions — Continued 

k. Enron Corp. email, September 2001, re: Revised Pre Pay docs (This 

tracks language that is in the Guaranty and does not name Chase.) .... 973 

l. Enron Corp. email, October 2001, re: Comments on Prepaid Swaps .... 975 

m. Enron Corp. email, September 2001, re: Mahonia Confirm 990 

n. Enron Corp./JPMorgan Chase email, September 2001, re: Mahonia 

Limited 998 

o. Enron Corp. email, November 2000, re: Sale treatment for Prepay- 
ments with subsequent participation to an investor 1001 

p. Enron Corp. email, September 2001, re: Chase Prepay 1003 

q. Enron Corp. email, November 2000, re: Prepay (Andy, Michael asked 

me to forward this structure to you in advance of his call.) 1004 

r. Enron Prepaid Oil Swap: 1005 

391. Supplemental questions and answers for the record of Citibank, regard- 
ing December 11, 2002, hearing, dated February 27, 2003 1006 


392. Correspondence from the Board of Governors of the Federal Reserve 
System, Office of the Comptroller of the Currency, Securities and Ex- 
change Commission, to the Permanent Subcommittee on Investigations, 
regarding followup to questions posed in the Subcommittee’s December 
11th hearing and recommendations included in the Subcommittee report 
entitled Fishtail, Bacchus, Sundance, and Slapshot, Four Enron Trans- 
actions Funded and Facilitated by U.S. Financial Institutions 1008 




OVERSIGHT OF INVESTMENT BANKS’ RE- 
SPONSE TO THE LESSONS OF ENRON— VOL. 
I 


WEDNESDAY, DECEMBER 11, 2002 

U.S. Senate, 

Permanent Subcommittee on Investigations, 
of the Committee on Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:37 a.m., in room 
SD-106, Dirksen Senate Office Building, Hon. Carl Levin, Chair- 
man of the Subcommittee, presiding. 

Present: Senators Levin, Collins, and Bennett. 

Staff Present: Linda J. Gustitus, Chief of Staff; Elise J. Bean, 
Staff Director and Chief Counsel; Mary D. Robertson, Chief Clerk; 
Bob Roach, Counsel; Jamie Duckman, Professional Staff Member; 
Jessica Swartz, Intern; Beth Merrilat-Bianchi, Detailee/IRS; Jim 
Elliott, Detailee/Department of State; Kim Corthell, Republican 
Staff Director; Alec Roger, Counsel to the Minority; Claire Barnard, 
Investigator to the Minority; David Mount, Detailee/Secret Service; 
Jim Pittrizzi, Detailee/General Accounting Office; Meghan Foley, 
Staff Assistant; Marianne Upton (Senator Durbin); Tara Andringa 
(Senator Levin); Bob Klepp (Governmental Affairs/Senator Thomp- 
son); Mike Nelson (Senator Bennett); Holly Schmitt (Senator 
Bunning); Felicia Knight (Senator Collins); and Brooke Brewer 
(Senator Cochran). 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. One year ago, on De- 
cember 2, 2001, Enron Corporation, then the seventh-largest com- 
pany in the United States, declared bankruptcy. The follow-up to 
this financial disaster revealed a litany of Enron corporate abuses, 
from accounting fraud to price manipulation, insider dealing, and 
tax abuses. Yet it is still the case today, as it was a year ago, that 
most top Enron officials have walked away from the scandal that 
they created with tens of millions of dollars in their pockets while 
Enron employees, creditors, and shareholders have suffered sub- 
stantial losses. 

As disturbing as Enron’s own misconduct is the growing evidence 
that leading U.S. financial institutions not only took part in 
Enron’s deceptive practices, but at times designed, advanced, and 
profited from them. This is the third in a series of hearings held 
by this Subcommittee focusing on the role of financial institutions 
in Enron’s collapse. 


( 1 ) 
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Our first hearing looked at the more than $8 billion in deceptive 
transactions referred to as prepays. Citigroup and J.P. Morgan 
Chase repeatedly used these deceptive prepays to issue Enron huge 
loans that were disguised as energy trades, which then enabled 
Enron to misstate the loan proceeds as cash flow from business op- 
erations. Investors and analysts were misled, along with the many 
employees who lost their life savings and jobs. 

Our second hearing looked in detail at a sham asset sale from 
Enron to Merrill Lynch just before the end of the year 2000 so that 
Enron could book the fake sale revenue and boost both its year-end 
earnings and cash flow from operations. This transaction didn’t 
qualify as a true sale under accounting rules because Enron had 
eliminated risk from the deal by secretly promising Merrill Lynch 
to arrange a resale of the barges within 6 months, while guaran- 
teeing a 15 percent profit. 

In both hearings, substantial evidence showed that the financial 
institutions involved in the deals knew exactly what was going on. 
They structured the transactions, signed the paperwork, and sup- 
plied the funds, knowing that Enron was using the deal to report 
that the company was in better financial condition than it really 
was. In the case of Citigroup and Chase, the banks not only as- 
sisted Enron, they developed the deceptive prepays as a financial 
product and sold it to other companies as so-called balance sheet- 
friendly financing, earning millions of fees for themselves in the 
process. 

Today’s hearing will look at another set of deceptive transactions 
that took place over a 6-month period, from December 2000 to June 
2001, involving Enron ventures in the pulp and paper business. 
These transactions were known as Fishtail, Bacchus, Sundance, 
and Slapshot. The evidence shows that Citigroup and Chase ac- 
tively aided Enron in these transactions despite knowing that they 
employed deceptive accounting or tax strategies and were being 
used by Enron to manipulate its financial statements or deceptively 
reduce its tax obligations. Citigroup and Chase received substantial 
fees for their actions or favorable consideration from Enron in other 
business dealings. 

These four transactions required months of work by the Sub- 
committee staff to untangle. The complexity of the deals made the 
deceptions almost impossible for anyone to understand without a 
detailed road map. They also show how far our financial institu- 
tions have sunk in misusing structured finance. Instead of using 
structured deals to lower financing costs or spread risk, which are 
legitimate uses, they used structured finance to mislead investors, 
analysts, and regulators about a company’s true activities and fi- 
nancial condition. 

I will place in the record at this time the Subcommittee staff re- 
port that describes the four transactions in detail, as well as charts 
and exhibits showing what happened. 1 

Here are some of the highlights from that report and from our 
investigation. Enron constructed the first three transactions, Fish- 
tail, Bacchus, and Sundance, as a sham asset sale of its new pulp 
and paper business venture in order to inflate its cash flow and 


lr The staff report appears in the Appendix on page 150. 
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earnings by hundreds of millions of dollars and to keep the sub- 
stantial debts associated with this business venture off its balance 
sheet and out of the view of investors and analysts. 

The first two transactions took place in December 2000. Enron 
first pretended to move its pulp and paper trading business off its 
balance sheet to a new joint venture that it had set up called Fish- 
tail. About 1 week later, in the Bacchus deal, Enron purportedly 
sold its Fishtail interest to another entity for $200 million. Enron 
then booked the $200 million as sale revenue and declared a profit 
and earnings of $112 million on its year-end financial statement, 
enabling the company to meet Wall Street expectations for its year 
2000 earnings. 

In the Bacchus transaction, Enron allegedly sold its Fishtail own- 
ership interest to a shell company that it had established earlier 
called the Caymus Trust, and Exhibit 301(a) 1 shows how the 
transaction appeared on the surface, and that exhibit is on the 
screen. 

The Caymus Trust came up with the $200 million purchase price 
by obtaining a $194 million loan from Citigroup and an apparent 
$6 million cash investment from Fleet Boston Financial that was 
also guaranteed by Citigroup. However, as Exhibit 301(b) 2 dem- 
onstrates, the transaction was, in reality, a loan. The evidence 
shows that in addition to openly guaranteeing repayment of the 
$194 million Citigroup loan, which is permissible under accounting 
rules, Enron’s Chief Financial Officer, Andrew Fastow, also made 
an undisclosed, oral agreement with Citigroup to ensure that 
Citigroup would not incur any loss connected with the so-called $6 
million investment. 

These two guarantees meant that Enron, in effect, had ensured 
repayment of the entire $200 million purchase price, and those two 
guarantees also meant that under accounting rules, Citigroup was, 
in reality, providing Enron a loan and using the Caymus Trust as 
a pass-through rather than financing a real sale to a real company. 

Six months later, Enron and Citigroup set up another joint ven- 
ture called Sundance to take possession of all of Enron’s pulp and 
paper assets, including the asset presumably just sold to the 
Caymus Trust, and to keep the debt associated with these assets 
off Enron’s balance sheet. But this joint venture was also a sham. 
Enron’s auditor, Andersen, had told Enron that it would approve 
off-balance sheet treatment of the Sundance joint venture only if at 
least 20 percent of Sundance’s capital came from an independent 
investor and at least 3 percent of the total capital was placed at 
risk when the venture was formed and stayed at risk during the 
joint venture’s operation. 

Exhibit 302(a) 3 shows that Sundance appeared to meet these ac- 
counting requirements. Enron contributed approximately $750 mil- 
lion in assets and cash. Citigroup appeared to have contributed 
$188.5 million, or 20 percent of the joint venture’s capital. 
Citigroup’s contribution included $28.5 million in stock and cash, 
which supposedly met the requirement for 3 percent up-front cap- 


1 Exhibit No. 301(a) appears in the Appendix on page 185. 

2 Exhibit No. 301(b) appears in the Appendix on page 186. 

3 Exhibit No. 302(a) appears in the Appendix on page 187. 
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ital at risk and $160 million in unfunded capital that supposedly 
would be provided on demand. 

But as Exhibit 302(b) 1 shows, the reality was that Citigroup’s al- 
leged investment was a sham because it was never intended to be 
at risk. As Exhibit 302(c) 2 shows, the terms of the partnership in- 
cluded the following provisions. Citigroup could dissolve the part- 
nership at any time. Enron needed to lose its entire $750 million 
before any of Citigroup’s so-called investment could be touched, 
which meant Citigroup would have plenty of time to dissolve the 
partnership, if necessary, before it had to produce any funds. And 
Sundance had to keep the $28.5 million liquid, segregated, and ear- 
marked for Citigroup so that Citigroup could recapture that part 
of its so-called investment at will. 

In summary and in reality, neither Citigroup’s $28.5 million nor 
its unfunded $160 million were ever intended to be at risk. 

The Sundance joint venture was a sham and all of its assets 
should have been included in Enron’s balance sheet. Indeed, just 2 
days before the transaction closed, three senior Citigroup officials 
strongly urged the investment bank not to do the Sundance deal, 
with one warning the following: “The GAAP accounting is aggres- 
sive and a franchise risk to us if there is publicity.” Let me repeat 
that. Just before this deal was approved, this was the warning. It 
came from Citigroup people. “The GAAP accounting is aggressive 
and a franchise risk to us if there is publicity.” 

But Citigroup did the deal, earning $1.8 million in fees and pre- 
ferred dividends and presumably got some good will from Enron. 
Citigroup also obtained full payment of the $200 million loan that 
it had provided earlier in the Bacchus deal, since one of Enron’s 
contributions to Sundance was the $200 million needed to buy the 
Fishtail assets from the Caymus Trust and pay off the Citigroup 
loan. 

On paper, Fishtail, Bacchus, and Sundance seemed to bring new 
investment into Enron’s pulp and paper business venture. In re- 
ality, these complex financial deals enabled Enron to use a $200 
million Citigroup loan and a sham asset sale to boost its year-end 
cash flow and earnings and then quietly return the funds via 
Sundance. Without Citigroup’s participation in supplying the lion’s 
share of the funds, Enron would not have been able to pull off 
these deceptive transactions. 

Finally, the Slapshot transaction, another highly disturbing ex- 
ample of a major U.S. financial institution helping Enron engage 
in a deceptive transaction. It is particularly disturbing because 
Chase, the financial institution involved here, itself designed the 
deceptive transaction. That was even more than aiding and abet- 
ting. Chase designed the Slapshot deal and sold it to Enron for $5 
million, enabling Enron to claim an estimated $60 million in Cana- 
dian tax savings and $65 million in financial statement benefits. 

The Slapshot sleight of hand took place on June 22, 2001. It was 
designed as a tax avoidance scheme, and as we can see from the 
next exhibit, 3 it was a spaghetti bowl of structured finance ar- 
rangements using loans, funding transfers, and transactions involv- 


1 Exhibit No. 302(b) appears in the Appendix on page 188. 

2 Exhibit No. 302(c) appears in the Appendix on page 189. 

3 Exhibit No. 337 appears in the Appendix on page 347. 
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ing Chase and Enron affiliates in two countries, many of which 
were established specifically to facilitate the deal. 

In essence, Slapshot took a valid $375 million loan issued by a 
consortium of banks to an Enron affiliate and combined it with a 
$1 billion sham loan issued by a Chase-controlled shell company 
called Flagstaff. The sham $1 billion loan created the appearance, 
but not the reality, of a loan by using a shell game involving two 
different transfers of $1 billion through a maze of bank accounts 
belonging to Chase and Enron affiliates. 

Chase provided the alleged loan by issuing a $1 billion momen- 
tary overdraft to its shell company, Flagstaff. But Chase was un- 
willing to allow Flagstaff to release the funds to an Enron shell 
company called Hansen until Chase was sure that the $1 billion 
was fully protected and going to be returned the same day, indeed, 
almost at the same moment. So Chase required Enron to deposit 
a separate $1 billion in an escrow account controlled by Chase be- 
fore Chase would release its $1 billion to Enron. Enron obtained its 
own $1 billion momentary overdraft on an account that it held at 
Citibank and transferred those funds into an escrow account at 
Chase. 

And then through a series of near-instantaneous transactions 
among Chase and Enron entities, the $1 billion sham loan was 
briefly commingled with the real $375 million loan to create the ap- 
pearance of a combined $1.4 billion loan to an Enron affiliate. The 
sham $1 billion was then separated back out through a series of 
additional transfers and moved within hours back to the Enron ac- 
count at Citibank. In the meantime, the $1 billion in Enron escrow 
funds was released to Chase. 

Now, the $1 billion loan that was supposedly supplied by Chase 
was a sham. It was issued and paid back within minutes without 
any of the credit risk that is the point of a loan, even during the 
few minutes that it moved from Chase’s left pocket to its right 
pocket. It had no economic rationale or business purpose other 
than to circulate through multiple bank accounts to create the ap- 
pearance of the larger $1.4 billion loan. Chase got more than $5 
million for doing it. Enron got tax deductions and better financial 
statements. 

Enron’s tax counsel warned that this transaction clearly involves 
a degree of risk and cautioned that, “in our opinion, it is very likely 
that Revenue Canada will become aware of the Slapshot trans- 
actions and upon becoming aware of them will challenge them.” 

Chase also knew that the Slapshot transaction was dubious. It 
worked with Enron to minimize the possibility that Canadian tax 
authorities would discover it, and they even developed contingency 
plans in the event that Canada disallowed the sham loan. When 
analyzing how to structure an interest rate swap that was a part 
of the transaction, for instance, Enron and Chase jointly considered 
three alternatives, two of which were described as disadvanta- 
geous, in part because they would produce a potential road map, 
in their words, of the transaction for Revenue Canada. So instead 
of following those two roads, Enron and Chase jointly chose the 
third alternative, which was explicitly described as providing no 
road map. 
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In addition, Enron and Chase included in the transaction docu- 
ments what was called a recharacterization rider, in which they 
agreed if they were caught by Revenue Canada to reclassify retro- 
actively loan payments made by Enron to Chase to look like loans 
from Enron to Chase. How is that for a move? If Canada disallowed 
the Slapshot scheme and exposed Enron to additional taxes, Enron 
would try to make it look as though Enron was lending money to 
one of the world’s largest banks. 

Slapshot was designed and intended to be a deceptive trans- 
action. Chase set it up to pretend that a $375 million loan was 
really a $1.4 billion loan by, just for a moment, inserting an extra 
$1 billion in the transaction. The combined so-called loan then pro- 
vided the cover for Enron’s Canadian affiliate to claim for tax pur- 
poses that it had an outstanding loan obligation of $1.4 billion and 
claim its entire $22 million quarterly loan repayment as tax de- 
ductible interest payments on the fake $1.4 billion loan, instead of 
deducting only that portion of the payments that was the true in- 
terest payment on the $375 million loan. 

Enron could not have completed Slapshot without a major bank 
like Chase which had the resources to use $1 billion for a few brief 
moments and quickly move that $1 billion through multiple bank 
accounts across international lines. Chase charged Enron $5 mil- 
lion for its so-called tax technology. Chase has also shopped that 
same tax technology to other companies. 

The four transactions at issue today, together with the sham 
transactions examined at earlier hearings, all have deception at 
their core. All misuse structured finance, which has a legitimate 
purpose when used for real economic objectives, such as lowering 
financing costs or spreading risk. But here, there was no such le- 
gitimate economic objective. The goal was deception, and none of 
the transactions could have been executed without the complicity 
and financial resources of a major financial institution. 

Now, the purpose of today’s hearing is not just to expose another 
set of deceptive transactions, but also to take the next step and to 
determine, 1 year after the Enron scandal broke, what is being 
done to prevent future deception. Citigroup and Chase have each 
announced new programs designed to prevent their employees from 
participating in deals that produce deceptive accounting. We need 
to learn more about those programs and whether they will prevent 
the type of deals that we are going to examine today. 

But we also are going to find out what our financial regulators 
are doing, what concrete steps they have taken to prevent U.S. fi- 
nancial institutions from designing, executing, and profiting from 
illegitimate structured financial transactions intended to help U.S. 
companies engage in misleading accounting or tax strategies. We 
want to learn what concrete steps the bank regulators and the SEC 
are taking, not only to punish wrongdoing on a case-by-case basis, 
which is important, but also to create a deterrence program to be 
part of regular bank examinations to stop future wrongdoing. 

There is a regulatory gap now. The Securities and Exchange 
Commission does not generally regulate banks, and bank regu- 
lators don’t regulate accounting practices or ensure accurate finan- 
cial statements. Two steps need to be taken, which together could 
close this gap. 
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First, the SEC should issue a policy which states clearly that the 
SEC will take enforcement action against financial institutions 
which aid or abet a client’s dishonest accounting by selling decep- 
tive structured finance or tax products or by knowingly or reck- 
lessly participating in deceptive structured transactions. 

Second, the bank regulators, including the Federal Reserve that 
oversees our financial holding companies, need to state that viola- 
tion of that SEC policy that I just described would constitute an 
unsafe and unsound banking practice, thereby enabling bank ex- 
aminers to take regulatory action during bank examinations. 

We also need the SEC and the bank regulators to conduct a com- 
prehensive joint review of the structured finance products being 
sold by or participated in by our financial institutions so that we 
can root out the ones that corrupt financial statements. 

One year after Enron’s collapse, we need our regulators to tell 
our banks and our security firms that the deceptions and the era 
of self-regulation are over. Enron was an eye opener about the ex- 
tent and the nature of corporate misconduct going on in the United 
States today and the role being played by our financial institutions. 
The question now is whether we have learned the Enron lessons 
and whether, in addition to punishing wrongdoers on a case-by- 
case basis, we have taken on the tougher task of building a new 
deterrence program to prevent future Enrons. 

Let me call on Senator Collins, my Ranking Member for a few 
more weeks and someone who has been such a great, not only sup- 
porter of efforts to protect consumers and to protect our economy, 
but whose staff has been so extraordinarily helpful in the produc- 
tion of this report and these documents. I want to thank her. I 
want to congratulate her on her new assignment as the Chair of 
our full Committee, the Governmental Affairs Committee, starting 
in January. But again, it has been a real pleasure serving with her, 
both as her Ranking Member here and then having her as my 
Ranking Member in the last few months. 

OPENING STATEMENT OF SENATOR COLLINS 

Senator Collins. Thank you, Senator Levin. I want to thank you 
for your kind comments and your extraordinary leadership in this 
very important investigation. Our staffs have worked very closely 
together during the past year in what I believe has been an un- 
precedented level of cooperation to unravel these very complex 
transactions. It would not have happened without your leadership. 

I particularly want to take the opportunity to salute Linda 
Gustitus, who has been the leader of your staff since, I think, 1979, 
and will be retiring at the end of this year. Linda and I worked 
together on the Subcommittee many, many years ago and I know 
that her leadership will be sorely missed, as well. 

Senator Levin. Thank you. Thank you for mentioning Linda, who 
indeed has been absolutely at the forefront of over two decades of 
investigations by this Subcommittee and by a predecessor Sub- 
committee that we were also both associated with. Thank you very 
much for mentioning her. It is totally appropriate and, indeed, well 
founded. 

Senator Collins. Today’s hearing represents a continuation of 
the Subcommittee’s extensive investigation into the collapse of the 
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Enron Corporation. It is our third hearing looking specifically at 
the role played by some of America’s leading financial institutions 
in transactions that enabled Enron to paint a false picture of its 
financial health and that ultimately contributed to the bankruptcy 
of the company. 

Our earlier hearings documented that certain financial institu- 
tions, among them Merrill Lynch, J.P. Morgan Chase, and 
Citigroup, knowingly participated in and indeed facilitated trans- 
actions that Enron officials used to make the company’s financial 
position appear to be more robust than it actually was. These com- 
plex transactions allowed Enron to deceive its investors, its cus- 
tomers, and its employees. 

Today’s hearing will provide additional evidence of the complicity 
of certain financial institutions in Enron’s deceptions. As Senator 
Levin indicated, we will closely examine four multi-million-dollar 
structured finance deals that enabled Enron to produce misleading 
financial statements, and in one case claim a highly questionable 
$125 million tax break. Citigroup funded two of the four trans- 
actions and J.P. Morgan Chase funded the other two. 

The first three transactions, known as Fishtail, Bacchus, and 
Sundance, involved Enron’s so-called sale of certain assets at in- 
flated values to special purpose entities that had been established 
by Enron, Citigroup, or Chase. In each case, the entities pur- 
chasing the assets were funded with equity commitments by 
Citigroup or Chase that did not truly place funds at risk or were 
supported by secret oral guarantees by Enron that invalidated the 
special purpose entity’s independent status. 

Each of these transactions fabricated to look like an arm’s length 
transaction and sale of a financial asset was, in fact, an artifice de- 
signed to enable Enron to obtain a Citicorp or a Chase loan or to 
sell an asset to itself. The evidence strongly suggests that Citigroup 
and Chase were not innocent pawns in these transactions. Warning 
flags were abundant. As Senator Levin noted, an internal memo- 
randum from a senior Citicorp official strongly objected to the 
transactions, warning that the “accounting is aggressive and a 
franchise risk to us if there is publicity.” Citigroup’s involvement 
in helping to disguise what were essentially phony loans as phony 
asset sales enabled Enron to inflate its sales revenues and produce 
misleading financial statements. 

The final transaction, known as Slapshot, involved a $1.4 billion 
loan and related transactions that were designed to produce Cana- 
dian tax benefits for Enron. This complex web of transactions was 
designed by J.P. Morgan Chase and used Enron affiliates or special 
purpose entities in the United States, Canada, and the Nether- 
lands. In simplest terms, Slapshot involved a legitimate $375 mil- 
lion loan issued by a consortium of banks and a phony $1 billion 
loan issued by a J.P. Morgan Chase controlled SPE. The $1 billion 
loan was issued and repaid on the same day through a complex se- 
ries of structured finance transactions. The $375 million loan was 
to be repaid over 5 years. 

Chase provided the $1 billion for the phony loan by approving a 
$1 billion daylight overdraft on an Enron account at Chase. The 
overdraft presented no risk, however, to Chase because the bank 
required Enron to deposit a separate $1 billion in an escrow ac- 
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count for the duration of the so-called loan. Chase then circulated 
the $1 billion through more than a dozen bank accounts held by 
Enron and Chase affiliates and SPEs, returning the $1 billion over- 
draft to the original Chase account by the end of the day. 

The end result of these transactions was that Enron was able to 
treat its quarterly $22 million loan repayments, each of which 
were, in fact, a payment of principal and interest on the $375 mil- 
lion loan, as purely interest payments on the $1 billion loan. By 
characterizing each $22 million loan payment as an interest pay- 
ment on the larger loan, Enron claimed that it was entitled to de- 
duct the entire $22 million from its Canadian taxes, for a total tax 
benefit of $125 million. In return for designing this phony loan 
structure and arranging the series of funding transfers, Chase re- 
ceived a fee of $5.25 million from Enron, and again, outside experts 
cautioned Chase about this transaction. 

The transactions that we are examining today once again dem- 
onstrate the extraordinary lengths to which investment banks went 
to keep Enron, an important client, happy. The checks and bal- 
ances that were supposed to ensure the integrity of financial trans- 
actions apparently were compromised by conflicts of interest and 
the lure of big fees. 

It undermines the integrity of our capital markets when some of 
the most prestigious financial institutions in our country are in- 
volved in designing, marketing, executing, and profiting from finan- 
cial transactions intended to enable public companies to engage in 
deceptive accounting and tax strategies. 

In earlier testimony, the financial institutions have generally de- 
nied any responsibility, claiming that it is simply not their fault if 
their clients choose to account for these transactions improperly. 
But the troubling fact remains that Enron could not have gotten 
away with what it did for so long without the active participation 
of its financial institutions. 

Numerous documents examined by the Subcommittee clearly 
demonstrate that the financial institutions that partnered with 
Enron knew of the company’s intentions. In fact, in some cases, the 
financial institutions helped to design the transactions specifically 
so that Enron could cook its books. 

For example, Chase’s own documents highlight a particular ad- 
vantage of the deal as, “[not providing] a ‘road map’ for Revenue 
Canada.” That has been explained to our staff as a selling point so 
that the deal would not be easily identified by Canadian tax au- 
thorities and audited. 

Today, we will also hear from the watchdogs, representatives of 
the Securities and Exchange Commission, the Federal Reserve, and 
the Office of the Comptroller of the Currency. There are a number 
of questions about the role of the regulators. To what extent do 
these regulatory agencies examine the type of transactions engaged 
in by J.P. Morgan Chase and Citigroup that enabled Enron to 
misrepresent its financial condition? What is their view of the legit- 
imacy of the transactions we are examining today? Do the regu- 
lators have sufficient authority and expertise to oversee these com- 
plicated transactions? Has the current regulatory structure kept 
pace with changes in the financial markets and innovations in 
structured finance? The answers to these questions are critical to 
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strengthening our free enterprise system and to restoring public 
confidence in our capital markets. 

It is important that we remember that the Enron debacle is more 
than just a tale of one company’s greed. As a result of Enron’s 
downward spiral and ultimate bankruptcy, shareholders large and 
small, individual and institutional, lost an estimated $60 billion. 
Moreover, the collapse of Enron caused thousands of Americans to 
lose jobs, to lose their savings, and to lose confidence in corporate 
America and U.S. financial institutions. 

When the individual investor does not have access to critical in- 
formation to make wise investment decisions, information that is 
known only to corporate management and their financial partners, 
the playing field is far from level. We must ensure that our finan- 
cial institutions act with integrity, and I want to acknowledge that 
the institutions before us today have taken several steps since our 
last hearings to put new safeguards in place. But we must ensure 
that investors, large and small, have access to complete and accu- 
rate information to guide their investment decisions. 

I look forward to hearing the testimony of our witnesses today. 
Thank you, Mr. Chairman. 

Senator Levin. Thank you, Senator Collins. Senator Bennett. 

OPENING STATEMENT OF SENATOR BENNETT 

Senator Bennett. Thank you very much, Mr. Chairman. I have 
not been as involved in this issue as you and Senator Collins have, 
and so I will be very brief in what opening statement I have and 
I will look forward to listening to the witnesses. 

I do sit on the Banking Committee, which has the legislative 
responsibility of coming up with changes in regulation and was in- 
volved in both the writing and in the conference report of the Sar- 
banes-Oxley bill that came almost exclusively as a result of the en- 
tire Enron experience. I think this hearing will be very useful, 
along with the other one which you previously held, in helping us 
in the Banking Committee’s responsibility to provide oversight to 
both the SEC and to the bank regulators. The Banking Committee 
is the place where, if legislative changes have to be made, we are 
going to have to make them. This Permanent Subcommittee on In- 
vestigations has made a significant contribution to the institutional 
knowledge already available to the Banking Committee and I con- 
gratulate you for focusing on this in a way that, quite frankly, we 
on the Banking Committee could not. 

I do have one area of concern that I simply will raise for the 
record. As the previous hearing has gone forward and conducted in- 
vestigations in a way that is very clearly within the purview and 
charge of the Permanent Subcommittee on Investigations, some 
lawyers have attempted to take statements made in that hearing, 
turn them into evidence with some kind of legal alchemy, and then 
make them part of a lawsuit that, unfortunate timing, is going on 
right now. Fortunately, the judge ruled them out of order and re- 
fused to allow statements made at the hearing to become part of 
evidence in a trial. 

I would hope that will not be attempted with anything that is 
said here today. This is an investigative Subcommittee. We are 
probing for information. We have not come up with a final report, 
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and even when we do, I don’t think our report constitutes evidence 
that can be used in a court of law to determine a fact. I think what 
it says is, here are facts. Now you lawyers for one side or another 
determine your own basis for these facts rather than simply 
quoting us. 

I wouldn’t accuse any Member of this Committee of being given 
over to hyperbole in opening statements, but I do think there have 
been some members of the Senate who occasionally do that, and to 
take that hyperbole and try to turn it into evidence in a court of 
law, I think is a little bit like what we are finding out went on 
here, that is, a transaction that was intended for one purpose gets 
twisted into another purpose. There are some members of the trial 
bar who seem to be anxious to try to do that. They say I was glad 
the judge slapped them down and said they could not do that from 
previous statements that were made in these hearings and I would 
hope that no one in the audience would try to do that from any- 
thing that is said here today. 

With that, Mr. Chairman, again, I congratulate you for your per- 
sistence and your diligence in digging into these matters and I will 
sit back and learn as much as I can from today’s witnesses. 

Senator Levin. Thank you so much, Senator Bennett, and thank 
you for your contributions in so many ways in the banking field 
and many other fields, including your contribution to that Sar- 
banes-Oxley bill and to this Subcommittee. 

Let me now turn to our witnesses. Our first panel of witnesses 
is from Citigroup. I thank you all for making it here today despite 
the challenging weather. We welcome Charles Prince, the Chair- 
man and Chief Executive Officer of Citigroup Global Corporate and 
Investment Bank. We welcome also David Bushnell, Managing Di- 
rector and Head of Global Risk Management at Citigroup/Salomon 
Smith Barney; Richard Caplan, the Managing Director and Co- 
Head of the Credit Derivatives Group at Salomon Smith Barney 
North America; and William Fox, who is the Managing Director of 
the Global Power and Energy Group at Citibank. 

Pursuant to Subcommittee Rule 6, all witnesses who testify be- 
fore this Subcommittee are required to be sworn in, and so I would 
ask you at this time to please stand and to raise your right hand. 

Do you swear that the testimony that you will give before this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Prince. I do. 

Mr. Bushnell. I do. 

Mr. Caplan. I do. 

Mr. Fox. I do. 

Senator Levin. Thank you very much. We will be using our tra- 
ditional timing system today. At about 1 minute before the 10- 
minute period for each of your testimony is up, the light will 
change from green to yellow, which will give you the opportunity 
to conclude your remarks. Your written testimony will be printed 
in the record in its entirety. Again, we thank you for your appear- 
ance here today and for your cooperation with this investigation. 

Mr. Prince. 
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TESTIMONY OF CHARLES O. PRINCE III , 1 CHAIRMAN AND 

CHIEF EXECUTIVE OFFICER, CITIGROUP GLOBAL COR- 
PORATE AND INVESTMENT BANK, NEW YORK, NEW YORK 

Mr. Prince. Thank you, Mr. Chairman, Senator Collins, and 
Senator Bennett. Good morning. My name is Chuck Prince. Since 
September of this year, I have been Chief Executive Officer of 
Citigroup’s Global Corporate and Investment Bank. I appreciate 
the opportunity to appear before you to discuss these important 
issues and I commend you on your determination to understand 
how and why a Fortune 10 company like Enron could unravel so 
quickly and to such devastating effect. The collapse of that com- 
pany has been a disaster for thousands of people — employees, in- 
vestors, and others — and making sure that similar events do not 
happen again is a critically important objective that we share. 

The last year has been a challenging one on Wall Street. Indus- 
try practices that were standard operating procedure for years have 
come under sharp scrutiny by Congress, regulators, and investors. 
Many of these practices have been changed and others are in the 
process of changing. For our part at Citigroup, we want to be at 
the forefront of change, setting the standard for integrity and pro- 
fessionalism in our industry. This has become a guiding mission for 
the senior management of our entire organization. 

Part of our process has included the recognition that we have en- 
gaged in certain activities that do not reflect the way we believe 
business ought to be done going forward. Let me be clear, I believe 
that the Citigroup professionals involved with these transactions 
acted in good faith and understood these transactions to comply 
with the existing law and prevailing standards of the time. But let 
me be equally clear, good faith and legal compliance are no longer 
the issue as far as I am concerned. Even assuming that these 
transactions were entered into in good faith and were entirely law- 
ful, they do not reflect our standards and they would not happen 
now at Citigroup. 

Recognizing the problems our industry faces, we have worked 
diligently to develop new practices and policies reflecting the les- 
sons we have learned. When Sandy Weill asked me to take the 
helm at the Global Corporate and Investment Bank just 3 months 
ago, he gave me a mandate to accelerate the process of reform and 
change that was already underway. I have detailed a number of 
these reforms in my written statement, but in the interest of time, 
I will turn to the issue of structured transactions that is the focus 
of today’s hearing and was the focus of the hearing you held, Mr. 
Chairman, on July 23 of this year. As I hope you will agree when 
I discuss the reform initiative we announced just 2 weeks after 
your hearing and a month before I became responsible for this 
business, at Citigroup, we heard you and we took appropriate ac- 
tion. 

First, though, let me say a few words about the specific trans- 
actions under review. While I believe our people acted in good 
faith, I think it is fair to say that we never anticipated that a fi- 
nancial intermediary like Citigroup would be criticized for the accu- 
racy of the accounting treatment that a Fortune 10 company gave 


lr The prepared statement of Mr. Prince appears in the Appendix on page 91. 
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to its transactions with the express approval of a then-highly re- 
spected Big Five accounting firm. At the time we entered into these 
transactions, we never imagined that Arthur Andersen wouldn’t 
even exist a year later or that a failure of ethics would have de- 
stroyed Enron, a company ranked in the top 20 on the list of most 
admired companies in the year 2001. But we have learned a hard 
and valuable lesson, that reliance on public accountants or a com- 
pany’s widely held excellent reputation has significant limits, par- 
ticularly in the face of corporate malfeasance. 

To say that our professionals acted in good faith and in ways 
they believed to be appropriate is not to say that we consider a 
“business as usual” approach to be an acceptable prescription going 
forward. On the contrary, we concluded in the days and weeks fol- 
lowing your July 23 hearing, Mr. Chairman, that we needed to act, 
even in the absence of industry action or regulatory action, and 
that the best way to protect both investors and our own reputation 
with regard to the kinds of transactions that appropriately concern 
this Committee was to insist on transparency. 

Accordingly, on August 7, Citigroup announced a new trans- 
parency policy, saying, in essence, that from that day forward, 
Citigroup would execute material financing transactions for compa- 
nies that were not going to be recorded as debt on their balance 
sheet if, but only if, that company agreed to clearly disclose the net 
effect of the transaction on its financial condition. 

We announced this net effect rule for two reasons: First, to en- 
courage companies to account for financing in a transparent man- 
ner so that investors can adequately assess the net effect of the 
transaction on the financial condition of the company; and second, 
because we simply did not wish to be a party to transactions that 
fail to meet a high standard of transparency. 

Under our net effect rule, the transactions at issue in today’s 
hearing would not and could not have happened at Citigroup un- 
less Enron had made clear detailed disclosure to investors. We sim- 
ply would have refused, and today would refuse, to do those trans- 
actions without a commitment to make such disclosures. 

Our policy is based on a few key principles. First, it applies to 
any material structured or complex financing transaction of the 
sort this Subcommittee has been concerned about. In determining 
whether the policy applies to a given transaction, the economic re- 
ality, not the form of the transaction, is critical. 

Second, the required disclosures under our new policy include, 
among other things, management’s analysis of the net effect of the 
transaction on the financial condition of their company, the nature 
and amount of the obligations, and a description of any events that 
may cause an obligation to arise, increase, or become accelerated. 

Third, Citigroup will obtain the client’s written commitment that 
disclosure of such transactions in the client’s relevant public filings 
will fairly present the transaction’s financial impact. If we do not 
receive this commitment, we will not do the deal. 

Fourth, Citigroup will do these transactions only for clients that 
agree to provide the complete set of transaction documents to their 
chief financial officer, their chief legal officer, and their inde- 
pendent auditors. If there are any oral assurances from the client 
in connection with any transaction that Citigroup believes may give 
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rise to accounting or disclosure issues, these will also have to be 
written down and those documents included with such transaction 
documents. 

Fifth, key decisions, such as whether the policy requires addi- 
tional disclosures in a particular transaction, are made by senior 
management from our accounting, legal, and risk management con- 
trol functions acting together. If the senior managers of our control 
functions do not approve a proposed transaction, then, very simply, 
that transaction will not go forward. Any concerns about account- 
ing or similar matters must be fully resolved and must be written 
down, must be documented, if a transaction is to go forward. 

I am personally committed to making sure that our new proce- 
dures are fully observed. In order to do that, we are enhancing our 
decisionmaking process so that every step of decisions are docu- 
mented, and importantly, our internal audit group will review and 
verify compliance with our procedures. 

Promptly after we announced this new transparency policy, we 
erected what amounted to a roadblock for each structured finance 
and related transaction to see whether it was the kind of trans- 
action that would not be reflected as debt on a balance sheet and 
should, therefore, be specially disclosed to the company’s investors. 
None of these transactions was permitted to go forward unless it 
was submitted to a rigorous examination process by a working 
group from our control functions. As we move forward, we are con- 
tinually adjusting and fine tuning this process to allow for more ef- 
ficient, but equally rigorous, review. 

We recognize, of course, that our execution will not be perfect. 
We are feeling our way, seeing what works, and discovering the 
challenges of applying a unilateral policy like this to an enormous 
range of complex transactions. Leaders, by definition, move in un- 
charted territory, and we will make some mistakes. 

But I am quite encouraged by what I have seen so far, by the 
seriousness and intensity with which Citigroup professionals are 
grappling with this new policy, from the transactional people on 
the front lines to the most senior managers of our company. It has 
already made a measurable difference in the kinds of deals we are 
doing or declining to do and in the nature of the disclosure that cli- 
ents are making. 

Mr. Chairman, the world has changed a lot in the past year and 
is continuing to change. The collapse of Enron and the turmoil that 
followed on Wall Street has done tremendous damage to a great 
many people and businesses. We recognize that we must take real 
steps to change our ways of doing business and to get real results. 
We have done this and we are continuing to do more. This is not 
a time for half measures or foot dragging or public relations. We 
at Citigroup understand our role as a leader, our responsibility in 
that regard, and we embrace the mandate for change and subscribe 
to the goal of effective, far-reaching reform. 

We appreciate the seriousness and the vigor with which you and 
the Subcommittee approach these issues, and we look forward to 
working with you and your colleagues on these and other reforms. 

I thank you, sir, and I look forward to answering your questions. 

Senator Levin. Thank you so much, Mr. Prince. Mr. Bushnell. 
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TESTIMONY OF DAVID C. BUSHNELL , 1 MANAGING DIRECTOR, 

GLOBAL RISK MANAGEMENT, CITIGROUP/SALOMON SMITH 

BARNEY, NEW YORK, NEW YORK 

Mr. Bushnell. Thank you, Mr. Chairman and Members of the 
Subcommittee, for the opportunity to speak with you today. My 
name is David Bushnell. I am a Managing Director at Citicorp’s 
Global and Investment Bank, and I am the head of its Risk Man- 
agement Division. 

The Global Risk Management Division functions as an inde- 
pendent control over our business units. It is the responsibility of 
my division to ensure that risks, including market risk, credit risk, 
and risk to the institution’s reputation, are identified, measured, 
and evaluated. No extension of credit is permitted without risk 
management approval in accordance with our established policies 
and procedures. Positions that our traders take are subject to lim- 
its established by risk management. The firm’s Risk Management 
Committee, including its Capital Markets Approval Committee, re- 
port to me. I am also charged with communicating and interpreting 
the risk views of senior-most management to our business units. 

I understand that the Subcommittee is interested in discussing 
my role in the Sundance transaction. I look forward to answering 
the Subcommittee’s questions about that transaction. But before I 
do, I would like to take this opportunity to explain some of the very 
significant changes that Citigroup is making in the way we handle 
such transactions today. 

As you know, on August 7, Citigroup announced a new policy re- 
garding transactions that raise significant accounting or disclosure 
issues. As its chief risk manager, I have been centrally involved in 
developing and implementing this policy. You have just heard Mr. 
Prince’s testimony that describes the key elements of the policy and 
our implementation program. 

The message that I want to convey to you is that this new policy 
is having a real impact on the ground at Citigroup where trans- 
actions are done. Every material structured or complex financing of 
the sort this Subcommittee has been concerned with is being sub- 
ject to a rigorous review process. The Capital Markets Approval 
Committee is thoroughly evaluating the transparency of trans- 
actions and is working with our business people to ensure that in 
any transaction we do, the client discloses fairly and appropriately 
the net effect of that transaction on the company’s financial condi- 
tion. If the client will not commit to these kinds of disclosures, the 
answer is simple: Citigroup will not execute the transaction. 

In the months since August 7, we have reviewed dozens of trans- 
actions and we are learning a great deal. This process is helping 
us to develop a uniform approach to assessing, routing, and where 
appropriate, approving and documenting transactions consistent 
with the principles of our new policy, and the policy has already 
had a real impact on the transactions we are declining or we are 
agreeing to do. 

One of the most significant objectives of the past few months has 
been to embed in our culture an understanding of the importance 
of this policy. I can tell you that our people are taking it seriously, 


lr The prepared statement of Mr. Bushnell appears in the Appendix on page 101. 
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from the front lines of our business units to our senior-most man- 
agement. We are making this policy a living, breathing part of the 
way we do business. 

Thank you, and I look forward to answering your questions. 

Senator Levin. Thank you, Mr. Bushnell. Mr. Caplan. 

TESTIMONY OF RICHARD CAPLAN , 1 MANAGING DIRECTOR 

AND CO-HEAD, CREDIT DERIVATIVES GROUP, SALOMON 

SMITH BARNEY NORTH AMERICAN CREDIT/CITIGROUP, NEW 

YORK, NEW YORK 

Mr. Caplan. Thank you, Mr. Chairman and Members of the Sub- 
committee. My name is Rick Caplan. I am a Managing Director of 
Citigroup’s Global Corporate and Investment Bank and Co-Head of 
the North American Credit Derivatives Group. The Credit Deriva- 
tives Group is one of several business units at Citigroup that struc- 
tures sophisticated financing for clients. 

I have worked in the derivatives business at Citigroup since 
1997. I appreciate the opportunity to answer questions about 
Project Bacchus and Project Sundance. While I want to make clear 
that I understood these transactions to be appropriate under the 
prevailing laws and standards, I also want to reiterate the point 
that Mr. Prince made in his opening remarks. Under Citigroup’s 
new structured finance policies, we will not do these transactions 
today unless the client agrees to provide clear, detailed disclosure 
to investors. 

Thank you, Mr. Chairman and Members of the Subcommittee. I 
look forward to answering your questions. 

Senator Levin. Thank you, Mr. Caplan. Mr. Fox. 

TESTIMONY OF WILLIAM T. FOX III , 2 MANAGING DIRECTOR, 

GLOBAL POWER AND ENERGY GROUP, CITIBANK/CITI- 
GROUP, NEW YORK, NEW YORK 

Mr. Fox. Thank you, Mr. Chairman and Members of the Sub- 
committee. My name is William Fox. I have worked for Citibank 
since 1967. I am currently a Managing Director in the Global Rela- 
tionship Bank and head of its Energy and Mining Department. I 
have overall responsibility for Citibank’s relationship with clients 
in the energy and mining industries. 

I have been invited here today to discuss two transactions that 
Citigroup executed for Enron, Project Bacchus and Project 
Sundance. While I am generally familiar with Project Bacchus, my 
familiarity with Project Sundance is more limited. I understand the 
Subcommittee has several questions about these transactions and 
Citibank’s role in them. I look forward to helping the Subcommittee 
in any way that I can to answer questions about these trans- 
actions. 

While we believe these transactions met applicable legal stand- 
ards, they are not transactions that Citigroup would undertake 
today without clear and detailed disclosure from our clients about 
the net effect of those transactions on a company’s financial state- 
ments. 


ir The prepared statement of Mr. Caplan appears in the Appendix on page 103. 
2 The prepared statement of Mr. Fox appears in the Appendix on page 104. 
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Thank you, Mr. Chairman and Members of the Subcommittee. I 
look forward to answering your questions. 

Senator Levin. Thank you so much, Mr. Fox. 

Let me summarize the joint venture which we are going to start 
with called Fishtail and then ask my questions. 

At the end of the year 2000, Enron wanted to show a sale of the 
interest that it held in a joint venture called Fishtail. They wanted 
to show that sale in order to generate cash flow and earnings for 
its year-end financial statement, and Enron contrived a sale of its 
interest to an entity called the Caymus Trust for $200 million. The 
funding for Caymus was a $194 million loan from Citibank, which 
Enron in turn gave Citibank a guarantee on. The other $6 million 
was listed as being an equity investment by Fleet Boston which 
Citibank had guaranteed. 

Now, that $6 million had to be true equity for this to be a real 
sale by Enron, and Citibank understood this. If the $6 million was 
a loan instead of true equity at risk, then this could not be shown 
as a sale on Enron’s books and the whole purpose of the trans- 
action would have been defeated. 

But Citibank, on the other hand, wanted to reduce or eliminate 
its risk on this so-called equity investment, and so Citibank went 
to get an assurance from Enron’s CFO, Andy Fastow, to, in the 
words of a memo, Exhibit 322 in these exhibits that are in front 
of you, this is Exhibit 322(c), 1 Citi was looking to obtain the right 
comfort from Andy Fastow. 

Mr. Fox, let me ask you these questions. You are the one who 
met with Mr. Fastow to obtain this comfort for your bank. At our 
staff interview, you indicated that Mr. Fastow said that Enron 
would take whatever steps were necessary to make certain that 
Citibank’s equity interest in Bacchus would be bought out. This 
was an important transaction for Enron, according to that same 
Exhibit 322(c). On the second page, this transaction was said to be 
“mission critical” by them and “a must” for Enron, and the words 
that I have quoted were on page one of that Exhibit 322(c) when 
it was said that Enron has offered to have the CFO discuss this 
“at whatever level of our organization we think necessary to obtain 
the right comfort.” That is comfort now for Citibank. 

First of all, looking at that Exhibit 322 — I am going to change 
the 322 now to Exhibit 322(h), 2 if you would take a look at that. 
Exhibit 322(h) is a memo or e-mail from Lydia Junek to you, Mr. 
Fox, and it says that, “the equity component,” if you will look at 
page two at the top, that “the equity component has been approved 
on the basis of verbal support verified by Enron CFO Andy 
Fastow.” So they were promising you verbal support. 

First of all, who is Lydia Junek, the woman who sent you the e- 
mail? 

Mr. Fox. Lydia Junek is a Managing Director in our Houston of- 
fice and she reports to me and did at that time, as well. 

Senator Levin. So is it true, Mr. Fox, that Citi would not have 
provided the equity for this transaction unless it had this verbal 
support from Enron through Mr. Fastow? 


1 Exhibit No. 322(c) appears in the Appendix on page 229. 

2 Exhibit No. 322(h) appears in the Appendix on page 239. 
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Mr. Fox. Senator, this transaction was an interim bridge financ- 
ing that we were engaged in. Our firm typically does not engage 
in bridge financings unless we are involved in the take-out or pro- 
viding the permanent financing. In this case, we were not. So for 
this reason, I went and visited with Mr. Fastow because he had 
control of the take-out of this transaction. He was working with an- 
other institution. So we wanted comfort from him that they were 
going to take all steps necessary in order to ensure that the take- 
out financing was accomplished and our entire transaction would 
be repaid within its terms. 

Senator Levin. So he gave you this assurance that your so-called 
investment would be repaid within that 6-month period? 

Mr. Fox. He gave me the assurance that he would take all steps 
necessary to make certain that the take-out financing was accom- 
plished and, therefore, the entire Bacchus transaction would be re- 
paid. 

Senator Levin. Now, would you have reassessed your participa- 
tion in the deal had you not obtained that support? 

Mr. Fox. I believe we would have. That assurance was important 
to us. As I said, we were not involved in the take-out of the financ- 
ing of Bacchus, and typically our firm would not be involved in a 
bridge financing that was dependent upon a take-out unless we 
were involved in the take-out, and we were not in this case. 

Senator Levin. Now, if you take a look at the top line of Exhibit 
318, 1 page three, it says the equity component that we provide — 
this was supposed to be equity, not a loan, supposed to be equity — 
will be based on verbal support committed by Andrew Fastow to 
Bill Fox. It is a commitment now. It says that the verbal support — 
and by the way, that verbal support was referred to a number of 
times in the memo — but is it not a fact, Mr. Fox, that the verbal 
support was an oral guarantee from Mr. Fastow and Enron that 
your equity interest would be returned to Citi one way or another? 

Mr. Fox. Senator, no, I do not believe so. We did not view it as 
an oral guarantee. It was verbal support and assurance to us that 
he and Enron would take all steps necessary to ensure the take- 
out financing, the permanent financing was accomplished so that 
our entire transaction would, in fact, be repaid within its terms. 

Senator Levin. You did not consider the support, the oral assur- 
ance, the commitment, to be a guarantee? 

Mr. Fox. The oral assurance, we did not view that as a guar- 
antee. We viewed ourselves as being at risk for that $6 million 
component of the transaction. 

Senator Levin. The bottom line is, you did not consider that to 
be an oral guarantee? 

Mr. Fox. We did not consider that to be an oral guarantee. 

Senator Levin. Now take a look at Exhibit 366. 2 This is a 
Citibank credit approval document relating to Enron. It is dated 
December 2000, the month of the Bacchus transaction. At the top 
of page one, it lists Lydia Junek as the “responsible officer.” On the 
second-to-the-last page, she has signed the document. Citi’s loan 


1 Exhibit No. 318 appears in the Appendix on page 219. 

2 Exhibit No. 366 appears in the Appendix on page 655. 
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and so-called equity interest in the Bacchus transaction is referred 
to, if you will look at pages six and seven. 

Now, the numbers are a little different, because at the time the 
document was written, it was expected that Bacchus would require 
a $242 million loan and $7.5 million in equity, so that is the num- 
bers that are in there, but these amounts are the amounts that we 
are referring to here. They were reduced to the $194 million loan 
and $6 million in equity, but this is the same transaction, although 
the numbers were slightly reduced. 

Now, on page seven of this document, under the word “support” 
in the middle of that page, it says, “verbal guarantees” in capital 
letters. You said there were no verbal guarantees. You didn’t con- 
sider them verbal guarantees. The lady who signed this document 
for the bank under your supervision, in fact, said in this document 
these were “verbal guarantees” in capital letters. Now, if they 
weren’t guarantees, why did she say they were verbal guarantees? 

Mr. Fox. Senator, I would not — as I said, I was the one who had 
the conversation with Mr. Fastow. I was the one that understood 
exactly what he said. He did not give me a verbal guarantee. I did 
not seek a verbal guarantee. 

Senator Levin. Did you ever see this document that said there 
were verbal guarantees? 

Mr. Fox. I don’t recall that I saw it. I may have. I probably did. 

Senator Levin. And Ms. Junek works under your supervision? 

Mr. Fox. Yes, she does, Senator. 

Senator Levin. But you are trying, then, to make the distinc- 
tion — you are trying to make a distinction that what you got is a 
commitment, an assurance, that all steps necessary would be taken 
to repay that money. How is that different from a guarantee? All 
steps necessary means all steps necessary. 

Mr. Fox. Senator, as I said before, what I obtained from Mr. 
Fastow was his verbal assurance that they were going to take all 
steps necessary to make certain the take-out financing was done on 
a timely basis such that our entire transaction would be repaid. 

Senator Levin. How is that different from a verbal guarantee? 
“All steps necessary” sounds to me like a guarantee, and Ms. Junek 
was very straightforward under your supervision in saying it. 

Mr. Fox. Senator, this 

Senator Levin. How is “all steps necessary” different from a 
guarantee? 

Mr. Fox. This was not legally enforceable. It was a business- 
man’s understanding with the company. They had control of the 
take-out, they and the other financial institution they were in- 
volved in. We had no knowledge, not detailed knowledge of what 
that take-out financing was going to be. So I was relying on his 
verbal assurances that they were going to take the steps and they 
had the wherewithal to take those steps to make certain that the 
take-out financing was accomplished. 

Senator Levin. You don’t specifically remember seeing those 
words, “verbal guarantees,” in that document? 

Mr. Fox. I do not, Senator. 

Senator Levin. You knew that Enron was going to book this 
transaction as a sale, is that not correct? 

Mr. Fox. That is correct. 
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Senator Levin. And you also knew that if Citibank did not truly 
have a 3 percent equity at risk, that it would be improper for 
Enron to book the transaction as a sale? 

Mr. Fox. We understood that we had to be at risk for the 3 per- 
cent of the transaction. 

Senator Levin. Well, it seems clear to me, Mr. Fox, that Citibank 
was aware that 3 percent had to be at risk. You just said so. You 
had to be assured that it would not be guaranteed in order for this 
to be booked as a sale. But to protect Citibank from loss, you went 
out and got a verbal assurance, a commitment, a statement that 
all steps necessary would be taken by Enron to pay you back. It 
was characterized properly by your assistant as a verbal guarantee. 
You are not a lawyer, are you, in terms of whether it is legally en- 
forceable, or are you a lawyer? 

Mr. Fox. I am not a lawyer. 

Senator Levin. Did you receive an opinion that this was not le- 
gally enforceable? 

Mr. Fox. We did not receive an opinion with respect to this as- 
pect of the transaction. As I said earlier, my view was I was there. 
What I got was assurances from Mr. Fastow that the take-out fi- 
nancing would be executed, and we would be paid out of the entire 
transaction within its terms. 

Senator Levin. It was clear that in doing this, you were trying 
to protect yourself from loss, isn’t that correct? 

Mr. Fox. No, we understood we were at risk, but since we were 
not involved in the take-out and this was a short-term bridge fi- 
nancing, we wanted to make certain that that bridge financing was 
going to be executed and we would be out of this transaction within 
the terms. 

Senator Levin. Isn’t that the same way of saying that you were 
trying to protect yourself from loss? 

Mr. Fox. We clearly understood we were at risk. 

Senator Levin. But weren’t you trying to protect yourself from 
any loss from the transaction? 

Mr. Fox. We wanted to make certain that we were out of the 
transaction on a timely basis, that is correct. 

Senator Levin. And you were aware of the fact, I take it, that 
if this assurance, commitment was a guarantee, that that would 
queer the deal, is that correct? 

Mr. Fox. If we had obtained a guarantee, we understood that 
they could not achieve their accounting objective. 

Senator Levin. And that would queer the deal? The transaction 
would not have occurred, is that correct? 

Mr. Fox. I don’t know what Enron would have done at the time, 
but we certainly knew that for them to achieve their objective, ac- 
counting objective, we had to be at risk on the $6 million. 

Senator Levin. Their financial statement, in showing this totally 
as a sale, with a sale of equity, not showing any guarantee, not 
showing any assurance to anybody, but just simply showing it as 
a sale, was clearly deceptive. You are not going to reach a judg- 
ment on the Enron books, I assume, or are you? 

Mr. Fox. No, Senator, I am not. 

Senator Levin. Others will and others have. It was clearly decep- 
tive. By not showing on its books that oral guarantee that it made, 
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in the words of Ms. Junek, it deceived the people who were review- 
ing its books, and you can split hairs and say that assurance, using 
all efforts, taking all the necessary steps, commitments, doesn’t 
constitute a guarantee, but it is, one, hair splitting, and two, incon- 
sistent with your own document which says, in fact, it was an oral 
guarantee. 

My final question to you is, under your current standards that 
Citibank has adopted, would this transaction occur? 

Mr. Fox. Senator, no, it would not occur under our current 
standards without complete and full disclosure of the net effect of 
the transaction on Enron’s financial statements. 

Senator Levin. Well, now, would it occur knowing what you 
know? 

Mr. Fox. We would have not done the transaction unless they 
fully disclosed all aspects of the transaction and the net effect of 
it on their financial statements. 

Senator Levin. And had they done that in this case, based on 
what you know, would this transaction have taken place? 

Mr. Fox. Senator, I don’t know what they would have done at 
the time, but 

Senator Levin. What would you do, knowing what you know? 

Mr. Fox. We would have gone to Enron and asked them, under 
our new standards, to have the complete, total disclosure of the net 
effect of the transaction. We would have had to make certain that 
their chief financial officer, general counsel were aware of the 
transaction, all aspects of it, not only the written documents, but 
also any oral understandings. 

Senator Levin. What is the net effect of this transaction on 
Enron? Was it in net effect a loan or net effect a sale? 

Mr. Fox. They booked 

Senator Levin. No, I know what they booked, but you are going 
to look at the net effect, right? 

Mr. Fox. Right. 

Senator Levin. Under your new standards. 

Mr. Fox. Yes. We would look at the net effect. 

Senator Levin. In your judgment, what was the net effect of this 
transaction on Enron, a sale or a loan? 

Mr. Fox. I think we would have required them to disclose the 
conversation with me. We would have required them to disclose all 
aspects of the transaction and the net impact on its financial state- 
ments. At that stage, I would assume they and their accountants 
would review the transaction with their legal people and determine 
how it would be booked. I am not in a position to determine how 
they would have booked it. I can only suggest and require them to 
have full and complete net effect exposure — disclosure. 

Senator Levin. I am not sure, Mr. Prince, what your new stand- 
ards really mean if all you are going to say is if Enron discloses 
this on their books, it is OK with you, when it is so obvious, it 
seems to me, to anybody that when you give a guarantee, as they 
gave to you, that they would take all necessary steps to make sure 
that was repaid and that they gave assurances to that. If you can 
possibly then say, well, we would proceed the same way we did be- 
fore providing they said that, I am not sure what your new stand- 
ards really mean. 
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Mr. Prince. Well, Senator, you have highlighted two key dif- 
ferences between what happened then and what would happen 
now. The first is that these oral assurances would be written down 
and would be included in the transaction documents that are for- 
warded to the chief financial officer, the chief legal officer, and the 
outside auditors, so everyone would have the same base of informa- 
tion. 

And second, the net effect rule would require that the net effect 
of the transaction, as I mentioned in my opening statement, on the 
assets, the liabilities, the balance sheet, the income statement, the 
net effect of all of the complicated moving around of assets would 
have to be disclosed. 

I think those are two very important differences between what 
happened then and what happened now. 

Senator Levin. And if they decided the net effect was a sale, that 
is OK with you? 

Mr. Prince. Well, Senator, it is not just a word, and it is not just 
a sentence. They wouldn’t disclose the net effect was a sale. 

Senator Levin. Pardon. 

Mr. Prince. They would not, sir. They would not simply disclose 
a conclusory sentence that this was a sale or not a sale. As part 
of a sale, if it were a sale under the complicated accounting rules, 
they would have to disclose the net effect of that sale on their bal- 
ance sheet, on their income statement. 

Senator Levin. And my question to you is, based on your study 
of this record and your judgment, would you conclude and agree 
that the net effect of this transaction was a sale? 

Mr. Prince. Senator 

Senator Levin. If they concluded that, would you accept their 
conclusion? 

Mr. Prince. Senator, again, I am trying to answer your question. 
It is more than the word “sale.” The net effect of the transaction, 
what happens to the balance sheet, what happens to the income 
statement is what our rule calls for, not the word “sale” or not sale. 

Senator Levin. The net effect on the Enron financial statement 
was $112 million in earnings from that transaction, but you cannot 
tell us today, based on all of these documents, that if they con- 
cluded again that that was a sale, that you would not proceed with 
that transaction, based on what you know? 

Mr. Prince. Senator, I 

Senator Levin. You know all the underlying facts. You can say 
it is not just the conclusion. I agree with you. You are going to look 
at the underlying facts and conclude whether or not it is a fair 
judgment that this is a sale. Otherwise, you said, it seems to me 
that you are not going to proceed. My question to you is, based on 
all these underlying facts which have been laid out in front of you, 
would you proceed if Enron again in this kind of a situation said, 
or Enron said in this kind of a situation that this was a sale? 
Would you proceed? 

Mr. Prince. Senator, if I understand your question correctly, if 
you are asking me, would I make the judgment that this was a sale 
or not a sale based on these various facts, I can’t make that deci- 
sion sitting here today. I would want to consult with my control 
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people. I would want to have a much more rigorous review than 
the detail we have had here this morning. 

Senator Levin. Mr. Fox, you told the Subcommittee staff that 
Citi had a business policy that it would not engage in structural 
transactions that had a material impact on reported net income. 
That was the business policy that you had, and that Citi would 
look further at the project and assure itself that the project would 
not impact reported net income. That was your policy in place at 
the time. 

Yet, throughout the Bacchus transaction, you were notified that 
there was a possibility that Enron would use the transaction to re- 
port net income in its year 2000 financial statement. Exhibit 
322(a) 1 is an e-mail to you and it states the following: “Enron’s mo- 
tivation in the deal now appears to be writing up the asset in ques- 
tion from a basis of about $100 million to as high as $250 million, 
thereby creating earnings.” 

Exhibit 322(c) 2 is a November 28 e-mail which states, “According 
to Enron, it is possible that there will be funds flow and/or earn- 
ings impacts. Although not certain at this time, we should assume 
that there will be funds flow from operations/earnings implica- 
tions.” That is what you said you were going to assume. 

Finally, on December 6, there is an e-mail, Exhibit 322(d), 3 
which states, “It is probable that the monetization will add to 
funds flow from operations as a portion of the assets will be from 
merchant pool. It is possible but not certain that there will be earn- 
ings impact.” That was the last communication on the matter. 

Now, did the Citibank policy then require further investigation 
at that time, since there was the possibility of an earnings impact 
which your policy would not permit? 

Mr. Fox. Senator, the series of e-mails you referred to, starting 
with the first one, certainly highlighted the potential of an earn- 
ings impact. We went back to the company. We went back to the 
treasurer of the company, who confirmed to us that there would 
not be significant material earnings impact. 

I was shocked when I learned from your staff, which was the 
first time I knew about it, that the impact of this transaction cre- 
ated $112 million of earnings. Quite frankly, Senator, in this par- 
ticular case, we were lied to. We relied on Enron, who was the only 
one that could determine the impact of a transaction as to what the 
earnings impact would be. 

Senator Levin. So that you specifically contacted Enron after 
your decision that there could be an earnings impact to see wheth- 
er there would be and they told you there would not be? 

Mr. Fox. I did not specifically contact them. 

Senator Levin. Who did? 

Mr. Fox. Jim Reilly, who is a Managing Director of our firm. If 
you go further into that last e-mail you made reference to, he re- 
ports that Enron has suggested, however, that because of their on- 
going involvement in the business, it is unlikely there will be any 
material earnings benefit. 


1 Exhibit No. 322(a) appears in the Appendix on page 226. 

2 Exhibit No. 322(c) appears in the Appendix on page 229. 

3 Exhibit No. 322(d) appears in the Appendix on page 232. 
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Senator Levin. And you accepted that without further investiga- 
tion? 

Mr. Fox. We relied on Enron’s word. They were a highly re- 
spected company. They were a company we had a good relationship 
with at the time and that is something we would have relied on, 
yes, Senator. 

Senator Levin. And their word was “unlikely”? 

Mr. Fox. Their word, it was unlikely that there will be any mate- 
rial — I don’t know what their word was. That was Mr. Reilly’s 
word. 

Senator Levin. But that was not enough, the fact that it was un- 
likely, still possible, investigation as your policy it seemed to me re- 
quired you to do to assure yourself that there would not be an 
earnings impact. 

Mr. Fox. I believe that this would have sufficiently satisfied our- 
selves at the time. 

Senator Levin. You were not aware yourself of the conclusion? 

Mr. Fox. I was not aware. I did not have the conversations di- 
rectly with the company, no, Senator. 

Senator Levin. You had earlier, in Exhibit 322(g), 1 in a memo, 
you were aware of the fact that this highly reliable company, one 
of the largest in the country, significantly dresses up its balance 
sheets at year end. You were very much aware of Enron being 
someone who liked to and was willing to and typically did dress up 
their balance sheets, because you wrote in that memo that is at Ex- 
hibit 322(g) that, “based on 1999 numbers, it would appear that 
Enron significantly dresses up its balance sheet for the year end. 
Suspect we can expect the same this year.” 

So you were expecting a dressing up, disguise, costume by Enron 
at the end of the year 2000. You had received strong suggestions 
from other Citi relationship managers that it was possible that Citi 
would claim earnings from the Bacchus transaction. You were told 
only apparently — you are supposed to be in a position here of some 
decisionmaking import — you were told that it was — you just took 
Enron’s word that it was unlikely that there would be an earnings 
impact. Of course, if there was an earnings impact, that violated 
your policy. But knowing that this company put on a show at the 
end of its year, you nonetheless, or your bank nonetheless simply 
accepted their statement that it was likely that there would not be 
an earnings impact. How can you explain that? 

Mr. Fox. Let me comment and address that, Senator. My ref- 
erence to dressing up the balance sheet is a slang reference that 
a number of companies will take certain steps at various points in 
their financial cycle to address balance sheet targets. They can 
stretch out payables to generate cash. They can monetize or 
securitize receivables to generate cash and pay down debt. They 
can borrow under their bank facilities and pay down short-term 
commercial paper. Many steps that large financial — I mean, large 
Fortune 500 companies take to impact their balance sheet. 

The context here was that I was looking at their September 1999 
financial statements, reviewed them, and if I recall correctly, the 
debt-to-capital ratio appeared higher than it would at year end and 


1 Exhibit No. 322(g) appears in the Appendix on page 237. 
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that seemed to indicate to me that they would take certain steps 
as it impacts their balance sheet. That was a balance sheet com- 
ment and statement. It was not related to the income. 

Remember, at the time, Enron was an important relationship. 
Enron was a highly respected company. We had no reason to sus- 
pect or believe that we could not trust and accept their word. 

Senator Levin. Do you recall telling the Subcommittee staff that 
this unlikely earnings impact conclusion was an insufficient resolu- 
tion as far as you were concerned of Citi’s policy? Do you recall tell- 
ing the staff that? 

Mr. Fox. No, I don’t, Senator. 

Senator Levin. All right. Let me ask you, Mr. Prince, under your 
current policy, would this be a sufficient resolution? 

Mr. Prince. Indeed not, Senator. 

Senator Levin. This is my final question and then we will turn 
it over to Senator Collins, for this round, at least. Mr. Prince, let 
me first say that we all are hopeful that Citigroup’s apparent will- 
ingness to change its practice will lead to the kind of results that 
you hope for and expressed in your opening statement, and I just 
want to ask you some questions about your new policy. 

Your new net effect rule is described as follows: Citigroup would 
execute material financing transactions for companies that were 
not going to be recorded as debt on their balance sheet if and only 
if, as you stated, the company agreed to disclose the net effect of 
the transaction on its financial condition. 

The first problem that I have with this policy, or question, is that 
it states that Citigroup will continue to provide financing in cases 
where it knows the company isn’t going to record the debt on its 
balance sheet. Doesn’t that mean that Citigroup still thinks it is 
OK to sell loans that aren’t honestly reported as loans? 

Mr. Prince. No, Senator, it does not mean that. There are many 
things that are appropriately not recorded as debt on a balance 
sheet. The key for us is that even if they are appropriately not re- 
corded as debt on a balance sheet, the effect of the transaction 
must be disclosed. It doesn’t matter anymore whether you do just 
this much or just that much and you satisfy this little rule or that 
little rule and suddenly it shifts from one shoebox to another 
shoebox, or one pigeon hole to another pigeon hole. You are not 
done at that point. Even if you satisfy a test and it goes to the next 
category on the balance sheet, the effect of the transaction, sepa- 
rate from the accounting conclusion on the classification, has to be 
disclosed. That is the difference. 

Senator Levin. Are you going to make a judgment as to the fair- 
ness of the conclusion relative to net effect, or are you just going 
to accept the conclusion of the other company, of your client? 

Mr. Prince. Senator, I think one of the things that we have 
learned is that we have to make our own judgments in that regard. 

Senator Levin. Because Enron could argue, for instance, in those 
prepays that we made reference to and you are aware of from an 
earlier hearing, they did disclose the net effect of the transactions 
because it included the energy trades in its year 2000 financial 
statements. It recorded $4 billion worth of cash flow from oper- 
ations, but no debt. Since Enron included the energy trades in its 
financial statements as cash flow from operations, would that meet 
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your disclosure requirement, or would you look behind that and 
make sure that it is a fair and accurate disclosure? 

Mr. Prince. Senator, I think it is clearly the second. We would 
require that the effect of the transaction be disclosed. So we would 
require them to disclose it in a way where anyone could under- 
stand. 

One of the problems that we all face is that these matters are 
way too complex and getting to a simple decision shouldn’t lead to 
opaqueness, shouldn’t lead to, well, now that we have got the an- 
swer from an accounting standpoint, the effect of the transaction 
that goes one way or the other. Despite the accounting conclusion, 
the effect of the transaction has to be disclosed. 

Senator Levin. If I understand what you said a moment ago, not 
just disclosed, but that you would reach an independent judgment 
that the disclosure was a fair statement of the facts. 

Mr. Prince. Yes, sir. We would have to be comfortable ourselves 
with that disclosure. 

Senator Levin. And one last point. In Sundance, three senior 
Citigroup officials recognized the accounting problems with 
Sundance and said, don’t do it. Citigroup did it anyway. What is 
the solution there? If there is no agreement among your top offi- 
cials, will there be a requirement that whoever approves that at a 
higher level is going to have to put a stamp of approval on it? 

Mr. Prince. Senator, as I said in my opening statement, one of 
the key differences we have now is that every part of the process 
has to be documented. We have to be able to pull out a paper to 
put in this notebook which will say who finally and formally signed 
off and why they signed off once an issue has been raised. 

Senator Levin. Senator Collins. 

Senator Collins. Thank you, Mr. Chairman. 

Mr. Prince, I do recognize the steps that you have taken since 
our last hearings to put additional safeguards in place and I don’t 
minimize those actions. I think they do represent progress. But in 
looking at the documents involved in these transactions, I find it 
very difficult to understand how these transactions were approved 
under your old procedures. There were warning flags galore, and 
I want to read you some of the comments by Citigroup’s own em- 
ployees, who it seems to me kept trying to raise red flags, kept try- 
ing to bring concerns to the attention of senior management. 

In one e-mail, for example, an Alan McDonald says, “We, Bill Fox 
and I, share risk’s view and if anything feel more strongly that the 
suitability issues and related risks, when coupled with returns, 
make it unattractive. It would also be an unfortunate precedent if 
both GRB management relationship and risk’s views were ignored.” 

Another e-mail describes one of these transaction as “a funky 
deal accounting-wise,” and characterizes another Citigroup employ- 
ee’s view as being “amazed that they can get it off the balance 
sheet.” 

Yet another e-mail, which Senator Levin has referred to, “based 
on 1999 numbers would appear that Enron significantly dresses up 
its balance sheet for year end; suspect we can expect the same this 
year.” 

Yet another from a memo, the “accounting is aggressive and a 
franchise risk to us if there is publicity.” 
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Yet another e-mail, this one from Rick Caplan, “Sounds like 
we’ve made a lot of exceptions to our standard policies. I’m sure 
we’ve gone out of our way to let them know that we are bending 
over backwards for them. Let’s remember to collect this IOU when 
it really counts.” 

How did this happen? Why would these transactions all be ap- 
proved when you have Citigroup employees raising so many red 
flags, describing the accounting as “funky,” saying that they don’t 
understand how this achieves Enron’s objectives of getting off-the- 
books treatment for these transactions, saying that a lot of excep- 
tions were made to standard policies? How could this have hap- 
pened under your old procedures? 

Mr. Prince. Senator, I will tell you honestly, I have done a lot 
of soul searching about that. As the new CEO of this business, I 
am responsible for it now and I am responsible for what happens 
going ahead and I have to make sure that problems can’t arise 
under my leadership of the business, and so I have thought a lot 
about how this could have happened when the issues that you have 
identified were raised. 

I think, honestly, that our people did spot some of those issues, 
did raise them. You have quoted the various documents. And I 
think that in hindsight, our people were too comfortable with the 
ability to rely on the outside auditors, on the law firms that struc- 
tured and closed these transactions, and on the representations 
from Enron themselves. I think that at that time we did not view 
ourselves as being responsible for what Enron did with its own 
books and I think we have learned a very painful lesson in that re- 
gard. 

Senator Collins. But it wasn’t as if the representations by 
Enron or Andersen or the legal team that Enron used didn’t raise 
questions. 

Mr. Prince. That is correct, Senator. 

Senator Collins. And that is the part that is troubling. There 
are some cases where there was outright deception in the informa- 
tion and data that were provided to you. But in other cases, the 
information provided to Citigroup raised red flags and yet the 
transactions went through. 

Mr. Prince. And indeed, Senator, I think some of the language 
reflects our mental state at that time. The one you quoted that said 
we are surprised they can get it off their balance sheet, it is obvi- 
ous that we are observing their decision process. We didn’t view 
ourselves as a participant in that decision process. We were watch- 
ing it. We were relying on what they told us. We were relying on 
what Arthur Andersen said was OK or not from an accounting 
standpoint. We have learned a painful lesson that we can’t be a by- 
stander and just watch that process. 

Senator Collins. Mr. Prince, how much was this driven by the 
fact that there was the lure of big fees? I come back to this e-mail, 
and it is Exhibit 322(i), 1 where it says, “Sounds like we made a lot 
of exceptions to our standard policies. I’m sure we’ve gone out of 
our way to let them know that we’re bending over backwards for 


1 Exhibit No. 322(i) appears in the Appendix on page 242. 
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them. Let’s remember to collect this IOU when it really counts.” 
What does that mean to you? 

Mr. Prince. Well, Senator, as you know, I was not managing this 
business and I wasn’t intimately involved in these transactions, but 
in being briefed on these transactions, my understanding is that 
the exceptions to our policies involved things like choice of law, 
whether it is Texas law or New York law, things like that. 

But the short answer is, I can’t put myself in the minds of the 
people who did these transactions. I don’t believe that in a com- 
pany like ours, an individual transaction would drive people to do 
bad things. Based on what I know, I believe that our people, acting 
under the rules as they understood them to be and with the clear 
mental state that I mentioned a moment ago about relying on oth- 
ers, that they acted in good faith. That is my belief. If I did not 
believe that, the people would not still be with the company. But 
I believe they did act in good faith under the rules as they under- 
stood them at the time, and I don’t think that fees, whether on this 
transaction or others, corrupted our organization. 

Senator Collins. Mr. Fox, I want to follow up on your discussion 
with Senator Levin, which still leaves many questions in my mind. 
You traveled to Houston and met with Andrew Fastow, Enron’s 
CFO at the time, because you wanted to discuss the verbal support 
or the support for Citigroup’s investment in the Bacchus trans- 
action, is that correct? 

Mr. Fox. Yes. I traveled to Houston to meet with Mr. Fastow to 
discuss the entire transaction and obtain his assurances that they 
were going to take the necessary steps to make certain that the 
take-out or permanent financing was put in place and that we 
would be repaid. 

Senator Collins. Yet in your testimony today in response to 
questions from Senator Levin, you indicated that it was never your 
understanding that Mr. Fastow provided you with any kind of 
guarantee, is that correct? 

Mr. Fox. That is correct. He did not provide me with any guar- 
antee. 

Senator Collins. And you also testified, and this is obviously the 
critical point, that you considered Citigroup’s investment to be at 
risk, is that correct? 

Mr. Fox. That is correct. 

Senator Collins. OK. Now, the reason I am having difficulties 
understanding that is a document that is the loan approval memo- 
randum, which is Exhibit 318, 1 where over and over again, in fact, 
I think four times in the document, there is reference to the verbal 
support, the verbal commitment that you received from Mr. 
Fastow. 

For example, there is a sentence on page two of the memo- 
randum in the first paragraph that says, “From our perspective, 
the equity portion of the facility will be at risk and there is con- 
sequently a large element of trust and relationship rationale in- 
volved. However, this equity risk is largely mitigated by verbal 
support received from Enron Corporation as per its CFO.” That is 


1 Exhibit No. 318 appears in the Appendix on page 219. 
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obviously referring to the conversation that you had with the CFO, 
is it not? 

Mr. Fox. Yes, it is. 

Senator Collins. Again in the memorandum, on page three, 
there is a statement saying, “Enron’s CFO has given his verbal 
commitment to Bill Fox that Enron Corporation will support the 3 
percent equity piece of this transaction.” At the top of that page, 
again, “The equity component we provide will be based on verbal 
support as committed by Andrew Fastow to Bill Fox.” It says over 
and over again in this document, which is the loan approval memo- 
randum, that you had a verbal commitment. So I am trying to un- 
derstand how you could view the funds as being truly at risk given 
the verbal support of the investment that you received from Enron. 

Mr. Fox. Senator, what we are doing here, I believe, in this docu- 
ment is trying to highlight to all that were involved in the trans- 
action and approving it that a portion of the transaction was at 
risk as equity based solely on verbal support. It did not have a 
legal obligation from Enron. It did not have the faith and full faith 
and credit from Enron. It was simply that Enron through Mr. 
Fastow was going to make certain that the take-out transaction 
was going to be accomplished. 

Senator Collins. What did the verbal support mean and why 
was it so important that it appears four times in the loan approval 
memorandum? 

Mr. Fox. We, I believe I would say, we were trying to highlight 
the risk for all the approvers, that this was not a legal obligation 
by any stretch of Enron to pay us back the $6 million. It was 
verbal support. We were at risk, but we were dependent on them 
to make certain that the take-out financing, the permanent financ- 
ing, was going to be accomplished. 

Senator Collins. I have to tell you that I read it exactly the op- 
posite. If it was important enough for you to go and meet with An- 
drew Fastow to get that commitment, and if it appears four times 
in the approval memorandum, and when there is actually a state- 
ment in this memorandum saying that the equity risk is largely 
mitigated by the verbal support received from Enron, how can you 
continue to maintain that this commitment really had no meaning? 

Mr. Fox. I think that is just the point, Senator. It was mitigated, 
not eliminated. We had that risk, and I think that is what we were 
highlighting to everyone, so that everyone in our firm who was ap- 
proving the transaction understood that this was an incremental 
risk we were undertaking. 

Senator Collins. On Exhibit 366, 1 the phrase is used that it is 
a verbal guarantee and the percentage is 100 percent. What does 
that mean. 

Mr. Fox. Senator, I am sorry. Where are you exactly in the ex- 
hibit? 

Senator Collins. It is Exhibit 366. It is under “Support” typed 
to the left. It says, “verbal guarantees,” “Enron Corporation,” “per- 
centage: 100.” 

Mr. Fox. Yes, I am sorry. 

Senator Collins. Doesn’t the word “guarantee” mean something? 


1 Exhibit No. 366 appears in the Appendix on page 655. 
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Mr. Fox. Senator, I don’t know who completed that form, and it 
is a form that gets completed, but that was not what I obtained 
from Mr. Fastow, and I think what I obtained from Mr. Fastow 
was generally well articulated in some of the other written docu- 
mentation. I obtained from him his verbal assurance that they 
would take all necessary steps to make certain that the take-out 
financing was accomplished and our entire financing, not just the 
equity piece but also the debt piece, would be repaid. 

Senator Collins. So are you saying that the word “guarantee” 
should not have been used on this document? 

Mr. Fox. That was not an accurate representation of my con- 
versation with Mr. Fastow. 

Mr. Caplan. Senator, could I make one clarification, just looking 
at this for the first time? 

Senator Collins. Yes. 

Mr. Caplan. I am not certain that what Mr. Fox is inconsistent 
with — what he is saying is inconsistent with what this says, be- 
cause if you note that this section of this memo is about the term 
loan, the $194 million term loan that we were providing as a 
bridge, and I think you could very easily conclude that the verbal 
guarantee is that Enron is going to work hard and get that take- 
out done at the termination of this loan. This doesn’t actually refer 
to the equity at all. It seems just to refer to the term loan. 

Senator Collins. Let me ask one final question. 

Senator Levin. If you would yield to me on that point 

Senator Collins. Absolutely. 

Senator Levin [continuing]. Because you are inaccurate. Take a 
look at the prior page at the bottom. That is the term loan. 

Mr. Caplan. Well, it says in the middle of the page, “Facility de- 
scription, term loan,” and then 

Senator Levin. I understand. I know exactly what you are say- 
ing. I am saying that the larger loan, the $242 million, which was 
then reduced, as I indicated in my opening statement, is on the 
previous page, and that is page six. This is, without any doubt, re- 
ferring to the equity, which was listed as $7.5 million, but, in fact, 
as I indicated, was reduced to $6 million. But there is no doubt 
that this is the equity portion, so-called equity portion, called a 
term loan, by the way, in this document. I just want to — stated to 
be verbal guarantees, not just mitigated, 100 percent — but the 
point here is that you are wrong when you 

Mr. Caplan. I would agree. 

Senator Levin. OK. 

Mr. Caplan. But I think, though, if I might, I think this is the 
beauty of our new policy, because whether we called this thing — 
whether this thing turns out to be a sale or a loan, the effect of 
whatever the intent behind the transaction would be disclosed in 
the financials. We would require disclosure of that in the finances 
of the company. I think that is really the difference we are trying 
to articulate here today. 

Senator Collins. One final question, because my time has ex- 
pired. Mr. Fox, had you not received the oral commitment, whether 
we are calling it a verbal guarantee or an oral commitment, from 
Enron, would you have proceeded with this transaction? 
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Mr. Fox. Senator, today, I am not certain I can tell you one way 
or the other. If we had not received it, it would have certainly been 
a different risk, as the memo highlighted. The verbal support miti- 
gated some of that risk. Without that, as I said earlier, it is un- 
usual for us to engage in a bridge financing where we are not in 
control or involved in the take-out. So I can’t say for certain today 
whether we would or would not have gone forward without it, but 
it clearly was important to us. 

Senator Levin. Thank you. Senator Bennett. 

Senator Bennett. Thank you, Mr. Chairman. 

Coming to this de novo, without the kind of research that both 
my Chairman and Ranking Member have done, I have a slightly 
different reaction. I think the first documents that refer to mitiga- 
tion on the basis of verbal support pass the smell test. The second 
document clearly does not, the one that says verbal guarantee, 100 
percent, and I think that is a bureaucratic slip-up that the people 
who had the conversation with Fastow — you, Mr. Fox — clearly un- 
derstood you were at risk, and your first document makes it clear. 
We are at risk. 

Now, anybody on an approval basis reading that document says, 
well, what do we have to deal with the risk, and your answer is, 
I have had a conversation with Fastow and he says he is going to 
take it out. That is not legally binding, it is not something we can 
go to the bank with, but we are satisfied that they will make good 
on it and that mitigates the risk. I think that document passes the 
smell test. 

But as it got handled by the sausage machine down to the final 
drafting of the final loan document, that reference of a mitigation 
got turned into something more than a mitigation and it came out 
as a 100 percent guarantee and I think that is something you 
ought to look at in terms of the way documents get drafted within 
large bureaucracies. I am not surprised by it. I am not horrified by 
it. It happens all the time. 

But I think it is a clear message to you that when a deal is made 
at your level, Mr. Fox, it gets documented to the point that when 
it finally comes out in the final document that is done by an em- 
ployee who is used to doing hundreds, if not thousands, of these in 
a very routine way, that the significant deal you made still retains 
its flavor when it comes out in the final wash. That is how I read 
what happened here. Now, if you want to challenge that and say, 
no, that is not where it is, looking at it strictly, as I say, de novo, 
that is what I see what happened here. 

So just to nail it down one last time, Mr. Fox, you were con- 
vinced, regardless of what the documents said, that Citibank really 
was at risk here? 

Mr. Fox. Yes, Senator, I was. 

Senator Bennett. And you were satisfied that it was a risk 
Citibank could afford to take because Andy Fastow had told you, 
“We are going to be able to meet our obligation”? 

Mr. Fox. That is correct, Senator. 

Senator Bennett. OK. If that is all the farther it went, I think 
that is a legitimate position for you to have. The difficulty comes 
from what Enron did with this, and as Senator Collins said, you 
understood what they were doing with this was really, to use the 
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catch-all term, very aggressive. “Very aggressive” usually means 
getting close to the edge of something that is improper. 

Now, Mr. Prince outlines the actions that Citibank is going to 
take, and this is what I really want to focus on, rather than the 
details of this particular situation. We are talking about a new role 
for banks. In the old world, banks did not view as their role — I in- 
terrupt myself here. Let me lay it out as I see it and then you 
agree or disagree. 

In the old world, banks did not view their role as being watch- 
dogs of investors and borrowers. Banks viewed their role as being 
watchdogs for the investors in the bank. So as long as the bank 
was satisfied that it would get its money back, it really didn’t care 
what the borrowers did with the money. 

Now we are saying the bank should have been part of the watch- 
dog team that would blow the whistle and say, these guys are bor- 
rowing the money and they are going to do squirrelly things with 
it on their balance sheet, and unless they disclose the real effect 
on their balance sheet of taking on this loan, we are not going to 
give them the loan. Is that a fair characterization of the switch in 
the role of the bank that has occurred as a result of the Enron col- 
lapse? 

Mr. Bushnell. Mr. Bennett, perhaps I could take that one. Yes, 
I think that is a fair characterization of the new policy and the 
switch from where we were and the policies and independencies 
that we used to have versus the procedure going forward. 

Senator Bennett. It does represent a fairly significant change in 
policy, because up until now, we, the Federal Government, have as- 
sumed that the role of gaining transparency in financial statements 
is primarily, if not exclusively, the SEC, and as long as the SEC 
does its job, the banks don’t have to worry about it. They can just 
make the loan as long as they are sure their shareholders will be 
taken care of and leave it up to the SEC to make sure the bor- 
rowers do the right thing with the money. Now we are saying, no, 
in addition to the SEC, the banks must play a role in disclosure 
to the shareholders of the borrower. 

Mr. Bushnell. I think that is right, Senator. I think our feeling 
is that, as Mr. Prince discussed in his opening remarks, this has 
been such a painful process for us, even if our depositors weren’t 
hurt or the bank got its money back in this case, which it did, it 
has clearly been a damage to the financial system, to the trust in 
the development and establishment of the smooth flowing of our 
capital markets, and that in our own self-interest, if you will, we 
need to make that trust come back and be a party to it. 

Senator Bennett. This raises a number of very interesting possi- 
bilities. If the bank does assume a role and, therefore, a responsi- 
bility for the accuracy of financial statements on the part of the 
borrower, can the bank be sued if the borrower misstates the use 
of the funds it obtains from the bank? 

Mr. Bushnell. I understand that, Senator. I don’t think we are 
looking to take on the legal responsibility or the accounting respon- 
sibility for this. We do think that there are regulatory agencies and 
that is others’ jobs. We just think that when there are questions 
like this, the best policy as a risk manager, transparency, shedding 
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the light on what the transaction is in plain English so that every- 
body can understand what happened, is the best policy for us. 

Senator Bennett. I think that is a very important point for you 
to make because I don’t think you want to expose yourselves to 
lawsuits on the basis that you did not adequately require trans- 
parency on the part of the borrower. I think you want to keep the 
wall there that the lawsuits can go to the accounting firm that 
didn’t adequately provide disclosure or require disclosure. The law- 
suits obviously can go to the borrower themselves if they lied, as 
Enron clearly did. But that the lawsuits can’t go to the deep pock- 
ets of a bank who, in their requirements for disclosure, fell short 
of the kinds of requirements. 

You want to make it clear, I think, that in the policies you are 
adopting, you are adopting these policies to protect the safety and 
soundness of the banks and the investment in the banks of the 
banks’ shareholders. I think the case can be made that the kind of 
disclosures Mr. Prince has described here do, in fact, reduce the 
risk to shareholders of the bank, and by making these require- 
ments on the part of the borrower, you are saying that the bank 
will ultimately have fewer bad debts and fewer write-offs. 

Let me ask the question that has not been answered here. Did 
you lose the $6 million? It was at risk. Did you lose it? 

Mr. Fox. No, Senator. The permanent financing was executed 
and the entire Bacchus financing was repaid. 

Senator Bennett. OK. Are there any other of the transactions 
we will be discussing here this morning where the bank had money 
at risk which you lost? 

Mr. Fox. Not in the transactions that we are discussing here 
today. 

Senator Bennett. OK. So the changes that Mr. Prince has talked 
about, if they had been in place, would not have changed the losses 
sustained by the bank. In other words, these changes would not 
have retrospectively benefitted the shareholders of the bank. 

Mr. Fox. I think they may have benefitted the shareholders be- 
cause we wouldn’t have been associated with these transactions, 
but 

Senator Bennett. That is fair, yes. They would have affected the 
shareholders in that they protect the reputation of the bank and 
the reputation of the bank is obviously something that is of value 
to the shareholders. So I will accept that, even if there was not a 
specific monetary loss. 

Mr. Fox. That is correct, but we did not lose money on these 
transactions. They were repaid within — to us. 

Senator Bennett. That is my point, Mr. Chairman, and I will 
stop there. I think the things we have heard from Mr. Prince are 
salutary and we should congratulate Citibank on its willingness to 
move forward. 

I think it should be pursued, but I think everybody should be a 
little careful about crossing the line and putting a liability on the 
bank, any bank, if they fail to do these kind of things, because tra- 
ditionally, regulation of disclosure and achieving of transparency is 
something that should be accomplished by the SEC and by the 
independent accountants who are paid handsomely to make sure 
that there is transparency and that it should not be ultimately 
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spilled over into a lender so that a lender could be liable for mak- 
ing a loan where the disclosure requirements of the lender were 
deemed to not be sufficient to protect the interests of the share- 
holders and the investor. That strikes me as very dangerous 
ground that would open the door for a huge number of lawsuits, 
to the detriment of everybody, if we are not very careful. 

Thank you, Mr. Chairman. 

Senator Levin. Thank you, Senator Bennett. 

What we are looking into is, in addition to the changes which 
Citibank is indicating it is making in the way its procedures oper- 
ate, we are also looking at what it didn’t do relative to the proce- 
dures that it had in place on these transactions. This is not just 
saying in hindsight that we have reached a conclusion. It is saying 
that the investigation discloses that at the time these transactions 
were inappropriate, that they aided and abetted deception, that 
there were major concerns raised internally that were overridden, 
set aside in order to please Enron or to make a fee. 

This isn’t just a question of hindsight or under current rules 
these transactions wouldn’t be approved. There were rules at the 
time about not aiding and abetting deceptive transactions. That is 
not a new rule for a bank. That is an old rule. 

There is an old accounting requirement that was in existence at 
the time that says there is no room for accounting representations 
that subordinate substance to form, and you cannot aid and abet 
a violation of that rule. 

So that is our major concern here, it is the way in which major 
institutions facilitated deceptive accounting and bent the rules or 
violated the rules that existed at the time. Senator Collins has 
made reference to this Exhibit 322(i), 1 which says, “it sounds like 
we made a lot of exceptions to our standard policy.” Those are poli- 
cies that existed at the time. Those aren’t new policies. “I am sure 
we have gone out of our way to let them know that we are bending 
over backwards for them,” for Enron. “Let’s remember to collect 
this IOU when it really counts. Happy holidays to all.” 

Let us move to Sundance. A few months after Bacchus, Enron 
decided to create Sundance as a joint venture that would keep all 
of Enron’s pulp and paper assets off its balance sheet. And, as I 
discussed in my opening statement, the joint venture was a sham 
because Citi really didn’t have any investment at stake, and here 
are the facts. 

Citibank’s $28.5 million that it was supposed to invest and have 
at risk, in fact, was set aside, kept segregated, available for 
Citibank. Seven-hundred-and-forty-seven million dollars of Enron’s 
money would have had to have been lost before any of Citibank’s 
money could be touched. Citibank could unilaterally dissolve this 
venture at any time, ensuring that it wouldn’t lose anything on its 
investment. 

I want to go over this whole situation here with you, Mr. Caplan. 
Most auditors require that for a joint venture to be unconsolidated, 
the capital commitment must be split 50-50. Arthur Andersen was 
a lot weaker, a lot less conservative, and the second partner in the 
venture only had to put up 20 percent under Arthur Andersen’s 


1 Exhibit No. 322(i) appears in the Appendix on page 242. 
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rules in order for the joint venture to be unconsolidated on the 
books of Enron, and that is, of course, what Enron was interested 
in. That was their goal. 

Now, even with the weaker approach, the 20 percent approach, 
Citi and Enron still went around it through all the ways that I dis- 
cussed. Twenty-eight-point-five million dollars was segregated, 
couldn’t be touched. Citibank could end this whole deal any time 
it wanted. Enron’s $747 million had to all be spent before there 
was even any Citi money spent at all, whether it was the $28.5 
million or the balance, which I believe was $160 million. 

Citibank also had a guaranteed return interest rate, and I would 
like you to look at one Citi e-mail, Exhibit SSSfi), 1 which appears 
to me to be an accurate summation of Citibank’s so-called invest- 
ment in Sundance. It is supposed to be an investment at risk. Prin- 
cipal is supposed to be at risk. 

Here is what the e-mail from Citibank says. “Still an equity in- 
vestment of sorts, accounting and tax basis for partnership, but it 
is structured in such a way that the 670 basis points are guaran- 
teed or we blow the deal. Also, our invest,” I assume that means 
investment, “is so subordinated and controlled,” and now these are 
the key words, “that it is unimaginable how our principal is not re- 
turned,” Unimaginable how the principal could not be returned. 

This is supposed to be an investment at risk. Guaranteed return 
interest. Unimaginable, in your own words, how your principal 
would not be returned. Now, how does one realistically say that 
funds are at risk under those circumstances so that Enron could 
keep Sundance off its balance sheet? 

No one here is suggesting that you have got to go out and inves- 
tigate the other guy’s balance sheets, but my gosh, this is some- 
thing that you knew. You knew that your investment was so subor- 
dinated, so unlikely to be reached, so much in your control — it was 
controlled by you. You could terminate that joint venture anytime 
you wanted. It was unimaginable that your principal was not going 
to be returned. Now, you tell me how that is an investment which 
is at risk. 

Mr. Caplan. Well, I would say a few things. First, I think it is 
important to note that this structure was presented to us by Enron 
in exactly this form, and our investment was absolutely in a pre- 
ferred position. It was senior to Enron’s investment. They abso- 
lutely had to lose $700 million. But my choice of words would not 
be “unimaginable.” There were many circumstances that we ran 
through 

Senator Levin. Whose choice of words were they? 

Mr. Caplan. Tim Leroux. 

Senator Levin. And who is he? 

Mr. Caplan. He is someone who works for me. 

Senator Levin. OK. So your employee described this as unimagi- 
nable. 

Mr. Caplan. But we spent a fair amount of time going through 
scenarios in which we could lose our money in this transaction. 
Now, I will submit to you that they are remote scenarios, but nev- 
ertheless, they are real. For example, one of the assets in this part- 


1 Exhibit No. 333(i) appears in the Appendix on page 296. 
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nership was a paper mill in Canada sitting on the St. Lawrence 
River. If that paper mill blew up and caused significant environ- 
mental damage, we would have — our return would have been sub- 
ordinated to the liability caused by that damage, and that was 
something we were very concerned with in this transaction. 

Senator Levin. Was there insurance on the paper mill, by the 
way? 

Mr. Caplan. I believe that there was insurance on the paper 
mill. 

Senator Levin. So the risk here was that the paper mill would 
blow up. That risk was covered by insurance. Get to some real risk 
here, will you? 

Mr. Caplan. In addition, the way that this transaction was 
structured was presented to us by Enron and it was a combination 
of things. It was a combination of this preferred equity investment, 
which had the full blessing of Arthur Andersen, and my under- 
standing was the more important test was not just that we had an 
equity investment, but that we had voting rights in the structure, 
and we had 50 percent of the voting rights. We had the ability to 
control the destiny of the entity, and if we were a creditor of the 
entity, that would not be true. 

So I will absolutely submit to you that this is a preferred invest- 
ment. It operates much like many other preferred investments out 
there, and it was not our accounting judgment as to how — as to 
whether this worked or not. This is an area of — I would call this 
joint venture accounting, is an area of accounting that there isn’t 
a lot of literature on point and the way that our understanding is, 
that joint ventures are accounted for, is that the Big Five account- 
ing — or Big Four now — accounting firms that give guidance, and 
this was Arthur Andersen’s guidance on how to account for this 
transaction. 

Senator Levin. If you look at Exhibit 333(d), 1 which is an e-mail 
to you, Perwein, who is a Citi tax attorney, is quoted as saying that 
“Sundance was a funky deal accounting- wise, and was amazed that 
Enron can get it off the balance sheet.” Do you remember getting 
this? 

Mr. Caplan. I do. 

Senator Levin. Do you have any reason to disagree with that? 

Mr. Caplan. With — I am sorry. 

Senator Levin. With the statement that it is amazing that they 
could get this off the balance sheet. 

Mr. Caplan. I am not an accountant. Neither is Mr. Perwein 

Senator Levin. You were aware of this tax attorney’s conclusion 
that it was a funky deal accounting-wise and amazing that Enron 
could get it off their balance sheet, is that right? You were aware 
of that? 

Mr. Caplan. Again, I think that is an accounting determination 
made by Arthur Andersen on how the structure should work. They 
were fully aware of all of the terms of the preferred investment. I 
think interestingly in this e-mail, you will see later on in it where, 
“John C. called. He is most concerned about Garden State. I am 
trying to set up an environmental call.” All this is indicative of our 


1 Exhibit No. 333(d) appears in the Appendix on page 290. 
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concerns about risks in this transaction, albeit remote risks, but 
real risk to our investment in the transaction. 

Senator Levin. And is this not your words, that in Exhibit 
SSStt), 1 that this transaction is structured to safeguard against the 
possibility that we need to contribute our contingent equity and to 
ensure that there is sufficient liquidity at all times to repay our 
$28.5 million investment? That was ensured, wasn’t it? 

Mr. Caplan. Well, if you think about what this was, it was a col- 
lection of fairly illiquid assets, a couple paper mills, a trading busi- 
ness. We were trying to mitigate our risk to the extent possible, 
and to the extent we wanted to get out of the transaction, we didn’t 
have creditor’s rights to call in event of default and accelerate our 
debt, something like that. We only had the position of an equity 
holder who could force effectively a dissolution of the company, at 
which time the assets of the company would have needed to have 
been liquidated. We were concerned that the assets were extremely 
illiquid, so we put in steps to mitigate the illiquidity of the assets. 

Senator Levin. Well, it was way more than that, though, Mr. 
Caplan. You talk about liquidating assets. One of those assets was 
an account with $28.5 million in cash which was there to protect 
your $28 million, isn’t that correct? 

Mr. Caplan. One of the assets when we closed the transaction 
was $28 million of Enron commercial paper, which is a liquid asset. 
It was absolutely designed to protect our ability to get out of the 
transaction in what I would call a timely and efficient manner. But 
again, all this was vetted fully with Enron’s accountants, and I 
think this goes to the 

Senator Levin. I am talking about your accounts. I am talking 
about your advice. Your advice was funky transaction. You don’t 
know how they can do it. And you knew the $28 million is there 
in an account. You insisted on it, for you. That is money to come 
back to you, guaranteed. This isn’t something where you have to 
liquidate an asset. You don’t liquidate something that is liquid. It 
is there, set aside, isolated, segregated for Citibank. That is sup- 
posed to be an investment at risk? You call that mitigating risk? 
That is not mitigating risk, it is eliminating risk on the $28.5 mil- 
lion. It is in a segregated account. Only you can touch it. You call 
that mitigation? I call that elimination. 

Mr. Caplan. With respect, Senator, originally, the money was in 
Enron commercial paper, and if they had defaulted the day after 
the transaction, if they had gone into bankruptcy the day after this 
transaction had closed, our $28 million would not have been 

Senator Levin. Was there any suggestion that Enron was going 
to go into bankruptcy at that time? 

Mr. Caplan. No, none at all. 

Senator Levin. You are talking about the possibility that they 
would go into bankruptcy the next day, and you had the $28 mil- 
lion there segregated for you. 

Mr. Caplan. I am not going to argue 

Senator Levin. Take a look at Exhibit 327, 2 Project Sundance. 
Investment in the Sundance partnership is an equity investment. 


1 Exhibit No. 333(t) appears in the Appendix on page 310. 

2 Exhibit No. 327 appears in the Appendix on page 255. 
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However — this is at the bottom of the page, number nine. “How- 
ever, based on the way the deal is structured, it is more like debt 
rather than equity.” Would you agree with that? 

Mr. Caplan. Well, I think I would agree in the context that 
Sundance as an entity had no debt, and we had a preferred posi- 
tion in effectively a liquidation scenario. So in that respect, it was 
debt-like because it was senior in the capital structure to Enron’s 
interest in the transaction. 

Senator Levin. Senior doesn’t make it debt. 

Mr. Caplan. Well, if the company were to liquidate and there 
were debt in the company, the debt, being senior in the capital 
structure, would be repaid first. Since there was no debt in the 
company, our interest was the most senior interest in the company 
and, therefore, any liquidation proceeds would go to pay off our in- 
vestment prior to repaying Enron. 

Senator Levin. Whose document is this, Exhibit 327? Is that 
your document? I know it is a Citibank document. 

Mr. Caplan. It is — when we have a transaction that is unusual 
or the first of its kind, we have an approval committee called the 
Capital Markets Approval Committee at which we discuss the 
transaction. This transaction was discussed at the Capital Markets 
Approval Committee 

Senator Levin. Was that an accurate statement, that based on 
the way the deal was structured, it was more like debt rather than 
equity? Is that accurate? 

Mr. Caplan. It is accurate to the extent that Sundance as an en- 
tity had no debt. Yes, it is accurate. And understood by Enron and 
their accountants as to that was the structure. I think the key 
thing is, we had risk in the transaction and we had voting control, 
and that was the test laid out by Andersen. It was not that our risk 
was pari passu with Enron’s. 

Senator Levin. No one is suggesting that. Let me go back to this 
$28.5 million. Is it correct that a couple days before bankruptcy, 
that you insisted that that $28 million come back to Citibank? 

Mr. Caplan. We had, under the transaction documents, as a 
partner in the partnership, a contractual right to call a board and 
dissolve the structure at any point in time, and as Enron moved 
towards bankruptcy, we effectively exercised that right. 

Senator Levin. So your statement a few moments ago that what 
would happen if Enron would go bankrupt the next day, as a mat- 
ter of fact, it did go bankrupt the next 2 days after, many months 
down the road, and you were then able to protect that $28 million 
by terminating the deal, is that correct? 

Mr. Caplan. We were able to exit the transaction prior to the 
bankruptcy. 

Senator Levin. Exit the transaction. 

Mr. Caplan. If the bankruptcy had happened prior to our insist- 
ence on blowing this transaction up, we would have been at risk 
on that $28 million for 

Senator Levin. After you knew that it was on the verge of bank- 
ruptcy, you could get your $28 million just like that, couldn’t you? 

Mr. Caplan. That was the structure of the transaction. 

Senator Levin. And that is what you call being at risk? 
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Mr. Caplan. I will not dispute with you that this is a — that the 
risk here was very contingent and remote. Nevertheless, it is risk 
and it was sufficient risk — I think the important point is that it 
was sufficient risk for Andersen to reach its conclusion that this 
joint venture would not consolidate on the balance sheet of Enron. 

And I think the paradigm shift that we have implemented in our 
business model now is this kind of transaction would not be — we 
would not execute this kind of transaction today unless we felt that 
there was clear, sufficient disclosure as to the net effect of it as to 
what really goes on here to investors, and I think that is the take- 
away from this. We have learned something from this transaction. 

Senator Levin. Well, I hope the world has learned something 
about this transaction, as well, and that is at the time, it was im- 
proper, not just now. At the time, it was improper. 

Exhibit SSSCn), 1 this is what you wrote. This is from Mr. 
Bushnell, he wrote to Michael Carpenter. This will be my last 
question of this panel in this round. Mr. Bushnell, you wrote to Mi- 
chael Carpenter, who was the head of Global Corporate and Invest- 
ment Bank at the time for Citibank, on May 30, 2001, 2 days be- 
fore this deal went through, and here is what you told Mr. Car- 
penter. This is on page two of Exhibit 333(n). “If you recall, this 
is a complex structured transaction which I have refused to sign off 
on.” 

And then you later said the following. “The risk management has 
not approved this transaction for the following reasons,” and then 
one of your reasons, which is the one, two, three, fourth bullet, is 
that “the GAAP accounting is aggressive and a franchise risk to us 
if there is publicity, a la Xerox.” 

This transaction was a franchise risk to Citibank if there was 
publicity, that is what you said in this document. Were you telling 
the truth? 

Mr. Bushnell. Yes, Senator. 

Senator Levin. And yet, you went ahead with this. This is what 
really is so troubling to me from Mr. Prince’s testimony and other- 
wise and why the explanation that we have heard this morning is 
so unsatisfying. Well, this is all something in hindsight and we 
were following the rules at the time. Your own rules were bent. 
You made exceptions to them. You identified this transaction as 
one which would actually put the reputation of your bank at risk, 
and you proceeded anyway with this transaction. This isn’t hind- 
sight, folks. This is a lack of foresight on the part of Citibank as 
to what you were up to. 

How often do you write that a project or a transaction is a fran- 
chise risk? Is that a fairly common thing? 

Mr. Bushnell. Senator, perhaps I can give some context to this 
memo. First of all, I could have killed this deal and not let it go 
forward. I don’t need to write a memo to kill a deal. If you read 
the entirety of the memo, most of this is an alert to Mike Car- 
penter about some process concerns and some internal differences 
between divisions about what to do with the transaction, and yes, 
I do express there are some concerns about what the GAAP ac- 
counting standard is. 


1 Exhibit No. 333(n) appears in the Appendix on page 302. 
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Senator Levin. If I could just interrupt your answer, that is not 
my question, about concerns over GAAP standards. My question to 
you was, how often do you write that a project or a transaction is 
a franchise risk to us if there is publicity? Is that a fairly common 
conclusion that you reach? 

Mr. Bushnell. I am sorry, Senator. I was trying to get to that 
point. I don’t write it often. I sit about ten yards away from Mike 
Carpenter and he and I discussed lots of risk transactions, I would 
say three to five times a day. Some, and I will admit that it is not 
many, have an instance of reputational issues that could be there. 
It is not frequent. I normally don’t write it down because I didn’t — 
I just walked into Mike’s room or I called him on the phone. 

In this particular instance, Mike was out of the country and I 
was trying to give him something to look at. That is the reason 
why I wrote it down. It is not frequent, but it is a risk issue that 
we talk about in some transactions. 

Senator Levin. A risk issue is a little bit different from saying 
there is a franchise risk to us if there is publicity. Is that some- 
thing that you said about many transactions that have proceeded? 

Mr. Bushnell. Again, Senator, in terms of communications, not 
many, but this isn’t the only one that we discussed reputational 
issues. 

Senator Levin. I am trying to go a little bit beyond reputational 
issues. This isn’t quite that. This is your conclusion that this ac- 
counting is — it is not an issue, it is your conclusion that accounting 
is so aggressive it is a franchise risk to us. You concluded that 

Mr. Bushnell. Yes, Senator. 

Senator Levin [continuing]. If it is made public, and yet, it pro- 
ceeded. Do you often proceed with loans, or forget that word, this 
wasn’t a loan, really was a loan, but putting aside the loan-equity 
question, let me get to my question. Is it common that you have 
stated or concluded that accounting is so aggressive that it is a 
franchise risk to us if there is publicity, and yet the transaction 
nonetheless was concluded? Has that happened frequently? 

Mr. Bushnell. It has not, no. 

Senator Levin. Senator Collins. 

Senator Collins. Mr. Bushnell, what was Mr. Carpenter’s re- 
sponse to your memo and your concerns about the Sundance deal? 

Mr. Bushnell. Senator, I wish I could recall those concerns. As 
I said, Mike was traveling at the time. He and I had hundreds of 
conversations about various risk issues. We have looked back at 
the record. It is clear, I think, that we had a conversation. I can’t 
remember the specifics of those conversations, or indeed, how I 
might have paraphrased that concern about franchise or 
reputational risk or what the conversations might be. 

Senator Collins. Initially, you refused to sign off on the trans- 
action. Did you ultimately approve it? 

Mr. Bushnell. Yes, I did, Senator. 

Senator Collins. And what caused you to change your mind? 

Mr. Bushnell. One of the very things that caused my mind is 
I wanted to talk to Mike Carpenter. As I said, I could have — I 
didn’t need to write a memo to not do this deal. The reason why 
I sent the memo to Mike and the reason why I held up on approv- 
ing the deal or declining the deal is I wanted to talk to him. I 
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wanted to alert him about several issues that I had about the way 
this transaction came up, the way it was handled, and what some 
of the concerns about it were. 

Senator Collins. Did anyone at the bank direct you to approve 
the transaction? 

Mr. Bushnell. No, Senator. 

Senator Collins. Did Mr. Carpenter provide some sort of ap- 
proval for the transaction? 

Mr. Bushnell. I can’t recall it, but I am sure he must have. If 
he didn’t want the transaction to go forward, we wouldn’t have 
done it. 

Senator Collins. Are you aware that the Subcommittee has re- 
quested the paperwork authorizing the transaction, but that 
Citigroup to date has failed to locate and provide that paperwork? 

Mr. Bushnell. Yes, I am, Senator, and I think that is a breach 
of our policies and procedures. We do have — for an equity invest- 
ment like this, at this size, it required a sign-off from both the 
Chief Financial Officer and Mike Carpenter. I believe we have pro- 
vided the Subcommittee with the Chief Financial Officer’s sign-off, 
but we don’t have Mike Carpenter’s sign-off in our files. 

Senator Collins. Thank you, Mr. Chairman. 

Senator Levin. You indicated that you remember today that you 
approved this deal? 

Mr. Bushnell. Yes, Senator. 

Senator Levin. Because you told our staff when you were inter- 
viewed by them that you did not recall approving the deal. Has 
something changed between that conversation and today? 

Mr. Bushnell. Yes, Senator. I have seen subsequently e-mail re- 
sults that give me a conclusion — I can’t recall verbally saying, “I 
am OK with this deal,” but there is an e-mail trail that says that 
I did talk with one of the transactors, a person in Mr. Caplan’s di- 
vision, and that we had agreed to go forward with the transaction. 

Senator Levin. According to this memo that I think you may be 
referring to, which you say refreshed your memory, I believe this 
is Exhibit flSSCr), 1 “If you recall, Mike Carpenter was out of the 
country the day the transaction closed” — this is dated June 29, 
2001. The approval memo was given to Mike’s assistant and faxed 
to him. Mike then had a conversation with Dave Bushnell, who 
shared with us Mike’s feedback. We proceeded to close the trans- 
action that day, given the absence of instructions from Mike or 
Dave to the contrary.” 

Apparently, the transaction went through not because you ap- 
proved it but because you didn’t give any instructions to the con- 
trary, is that true, or did you approve it actually? 

Mr. Bushnell. I can’t recall verbally saying I approved it. I take 
this memo to mean that I had a conversation with the transactors 
and said that I had talked with Mike and that met the require- 
ments or my criteria for going forward. 

Senator Levin. If you talked to Mike, what did he say? 

Mr. Bushnell. Senator, as I say, I wish I could recall that. I 
really do. It would make things a lot easier for all of us. And in 
our new policies, this is the type of thing that we want to have 


1 Exhibit No. 333(r) appears in the Appendix on page 308. 
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written down so that we can recall how we got to conclusions or 
overcame issues that are brought up about structured finance 
transactions. But I can’t recall the nature of that conversation. 

Senator Levin. This is an unusual transaction. You just testified 
it is uncommon that there be a transaction where you would say 
there is a reputational risk serious to your bank, could actually 
risk your bank’s reputation if made public. And yet, you went 
ahead and approved it. You can’t remember the conversation with 
Carpenter. The approval document is missing. There are a number 
of very disturbing and unusual aspects to this transaction. It would 
seem to me that something which is this unusual should be remem- 
bered by you in terms of your conversation with Carpenter. 

Mr. Bushnell. Senator, I wish I could remember it, but as I 
said, I had three to five conversations a day on all significant risk 
transactions. This was 18 months ago, and I just can’t recall having 
the conversation or, obviously, any specifics of the conversation if 
I had it. 

Senator Levin. If you look at the first page of Exhibit SSSCn), 1 
which is an e-mail that Alan MacDonald, Head of the Global Rela- 
tionship Bank, sent to Michael Carpenter the day after you wrote 
your memo, that previous memo we talked about. In it, he forwards 
Mr. Carpenter another copy of the memo and writes the following. 
“We, Bill Fox and I, share risk’s view and, if anything, feel more 
strongly that suitability issues and related risks, when coupled 
with the returns, make it unattractive. It would be an unfortunate 
precedent if both GRB relationship management and risk’s views 
are ignored.” 

Mr. Fox, Mr. MacDonald writes that you shared the views of Mr. 
Bushnell. Did you have concerns about this project? 

Mr. Fox. I had some questions about the project, mostly sur- 
rounding the returns we were attempting to achieve. I was con- 
cerned that it was going to potentially disenfranchise another prod- 
uct area of ours called capital structuring. Initially, I had raised 
some issues concerning the fact that I didn’t understand how the 
accounting was able to achieve Enron’s objectives. Those were the 
areas of my concern. 

Senator Levin. Were you satisfied? 

Mr. Fox. With respect to the accounting question, I received an 
e-mail back from an individual that confirmed that Arthur Ander- 
sen had reviewed and utilized this type of structure elsewhere. 

Senator Levin. And what about the reference to the franchise 
risk if there is publicity? 

Mr. Fox. I had not seen Mr. Bushnell’s memo until after the fact. 
My communication, though I don’t recall it, must have been with 
Mr. MacDonald directly. 

Senator Levin. So here, we have got serious concerns raised by 
Mr. Bushnell and Mr. Fox about the accounting associated with it. 
You, at least, Mr. Bushnell, about the risk to the bank’s reputation. 
You, Mr. Bushnell, as head of risk management, refused to sign off 
on the project because, in part, the aggressive accounting did create 
a franchise risk if it was made public, if it came to light. And yet, 
the deal went through, helped Enron to make its balance sheet look 


1 Exhibit No. 333(n) appears in the Appendix on page 302. 
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a lot better than it was entitled to look, and I am afraid that that 
story is a sad story. 

This is not just a story about should we make banks look at the 
books of clients. This is a story of how a bank with serious con- 
cerns, even to its reputation, was willing to proceed with a trans- 
action which its own people thought was incredible in terms of its 
accounting techniques, and nonetheless, you went ahead and did it. 
You did it for a couple of reasons, I assume. One was there was 
money in it, and two, you wanted to keep a good client happy. 

But I do think it is important as we look at what our regulators 
are going to do about it and what your new procedures are to hope- 
fully stop this from happening, that we recognize that these are 
problems that were raised at the time. This is not retroactive ap- 
plying new standards. This is looking at how a bank of high rep- 
utation that should be a pillar in our economy stooped pretty low. 
We have got to learn from that lesson. The bank says it has. I am 
glad to hear you have. I hope you have. For the sake of our econ- 
omy, I even pray you have, because this has got to stop. 

We are going to rely to some extent on self-regulation, but we 
cannot rely totally or even to a great degree on self-regulation be- 
cause it hasn’t worked in the past. There is too much temptation 
out there, to please customers and to make money, and I guess 
those are one and the same thing. And so we are going to need to 
talk to our regulators, and we will a little later on today, after we 
talk to Chase, as to how we, as a government, can be sure that 
these kind of activities are not repeated. 

I want to thank our witnesses. Again, I know this was a difficult 
day for you to get here. We also want to again repeat that Citibank 
as well as Chase has cooperated in our investigation. You have pro- 
vided us with documents, obviously, and you have appeared. You 
have come and been interviewed by us, and those are important 
pluses on the ledger. We thank you and you are excused. 

Mr. Bushnell. Thank you, Senator. 

Mr. Caplan. Thank you, Senator. 

Mr. Fox. Thank you, Senator. 

Senator Levin. We are going to take a 5 minute recess. 

[Recess.] 

Senator Levin. We will come back to order. I would like to call 
now our second panel of witnesses. I want to thank all of you, as 
I did our first panel, for making it here in this weather. It was bad 
enough when you got here. I think it is worse now. I don’t know 
if that is good news or bad news, but it is the fact, apparently. 

We want to welcome Michael Patterson, who is the Vice Presi- 
dent of J.P. Morgan Chase and Company; Andrew Feldstein, the 
Managing Director and Co-Head of Structured Products and De- 
rivatives Marketing at J.P. Morgan Chase; Robert Traband, Vice 
President of J.P. Morgan Chase in Houston; and Eric Peiffer, a 
Vice President of J.P. Morgan Chase in New York. 

Pursuant to Rule 6, witnesses who testify before the Sub- 
committee are required to be sworn and so I would ask you all to 
please stand and raise your right hand. 

Do you swear that the testimony that you will give before this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 
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Mr. Patterson. I do. 

Mr. Feldstein. I do. 

Mr. Traband. I do. 

Mr. Peiffer. I do. 

Senator Levin. As I mentioned before, a minute before the red 
light comes on signaling that you should end your testimony, you 
will be given a green to yellow light, which will give you the oppor- 
tunity to conclude your remarks. We will print testimony in its en- 
tirety in the record, so we would ask you to limit your oral testi- 
mony to no more than 10 minutes. 

Mr. Feldstein. 

Mr. Patterson. Mr. Chairman, with your permission, may I 
begin? 

Senator Levin. Sure. Do you want to start off? 

Mr. Patterson. Yes, sir. 

Senator Levin. Sure. Mr. Patterson. 

TESTIMONY OF MICHAEL E. PATTERSON , 1 VICE CHAIRMAN, 

J.P. MORGAN CHASE AND COMPANY, NEW YORK, NEW YORK 

Mr. Patterson. Mr. Chairman and Members of the Sub- 
committee, my name is Michael Patterson. I am a Vice Chairman 
of J.P. Morgan Chase and head of the firm’s Policy Review Office 
since August of this year. 

I am joined today by my colleagues Andrew Feldstein, a Man- 
aging Director and Co-Head of Structured Products and Derivatives 
Marketing since March of this year; Robert Traband, a Vice Presi- 
dent of J.P. Morgan Chase; and Eric Peiffer, also a Vice President 
of the bank. After my statement, Mr. Traband will read a joint 
statement for himself and Mr. Peiffer, and with the permission of 
the Subcommittee, Mr. Feldstein will then give a brief opening 
statement. 

Senator Levin. That is fine. 

Mr. Patterson. I am pleased to be here to discuss the firm’s 
policies and practices regarding transactions with publicly traded 
U.S. companies. As requested in your invitation letter, I will ad- 
dress policies and practices relating most particularly to structured 
finance, accounting, and tax matters. 

J.P. Morgan Chase and its predecessor firms have long had in 
place policies and procedures governing transactions with clients. 
These policies and procedures address, among many other subjects, 
compliance with external legal and regulatory requirements, as 
well as the aspects of the transaction that could raise reputation 
risk for the firm. These policies and procedures are periodically re- 
viewed and updated to take account of our experience and external 
developments. 

Structured finance encompasses a wide variety of transactions 
and instruments designed to help clients achieve their risk man- 
agement, financing liquidity, and other financial objectives within 
the framework of applicable and often complex legal, regulatory, 
tax, and accounting rules and principles. Securitization, special 
purpose vehicles, and derivatives are among the well-recognized 


lr rhe prepared statement of Mr. Patterson appears in the Appendix on page 105. 
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techniques used to allocate risks, capital, and cash flows to meet 
client objectives. 

To make sure that our structured finance transactions comply in 
all respects with that framework, the business transaction approval 
process requires adherence to applicable policies, as well as review 
and sign-off from internal legal, conflicts, tax, and accounting pol- 
icy groups, among others, such as credit and market risk manage- 
ment. Transactions involving a special purpose vehicle receive spe- 
cial scrutiny and must comply with a special purpose vehicle policy 
administered by a committee to ensure that every such entity is 
properly approved, documented, and monitored. 

The primary responsibility for adherence with all policies and 
procedures, including those designed to address reputation risk, 
lies with the business units conducting the transactions in ques- 
tion. But in addition to this framework, J.P. Morgan Chase in Au- 
gust of this year put in place a new set of procedures designed to 
reinforce our focus on reputation risk and provide a senior level of 
review of transactions with clients. 

Business units are required to submit to regional policy review 
committees proposed transactions that may raise reputation risks 
for any reason, but specifically including transactions where a ma- 
terial objective is to achieve a particular accounting treatment, 
those designed to achieve a particular tax treatment, those where 
there may be material uncertainty about legal or regulatory treat- 
ment, those with highly complex structures or cash flow profiles, 
and those which have as a significant purpose or effect the pro- 
viding of financing, but which take the form of derivatives. 

The members of the regional policy review committees, including 
the Americas Committee, are senior representatives of the business 
and the support units, including tax and accounting policies, in the 
region. Transactions are reviewed from every angle that could af- 
fect reputation risk, but including specifically, where applicable, 
the intended financial disclosure of the transaction by the client, 
and the committee approves, rejects, or requires further clarifica- 
tion or changes in the transaction. These committees and their de- 
liberations are overseen by a Policy Review Office, which I lead, 
and transactions can be formally escalated by the committees to 
me. 

We at J.P. Morgan Chase believe that one of the tests of our 
leadership in the financial marketplace is to learn from our experi- 
ences and to adjust our practices in light of these experiences and 
the changing environment. The core lessons we have learned are, 
one, that we cannot rely solely on our clients and their experts to 
determine that our transactions with them will be properly ac- 
counted for and disclosed; two, that we need to make sure that our 
transactions with clients are not misused to deceive investors or 
others; and three, that even where these tests are met, we need to 
consider carefully whether transactions could be viewed adversely 
in a way that would be harmful to our reputation for integrity, fair 
dealing, and doing first-class business in a first-class way. 

I believe that the policy review process we have put in place and 
which I have just outlined, together with our business transaction 
approval policies and procedures, are well designed and are already 
serving to enable us to meet these standards. 
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As a final note, I would add that as the biggest corporate lender 
in America and as one of the largest investment managers, we 
have as much interest as anyone in increased transparency and 
disclosure and integrity in financial markets. We have our money 
and our investment management clients’ money at risk in our be- 
lief that those financial statements are accurate. 

I would, of course, be happy to respond to any questions the 
Chairman or other Members of the Subcommittee may wish to put 
to me regarding the policy review process. Thank you, Senator. 

Senator Levin. Thank you very much, Mr. Patterson. 

Mr. Traband, I believe you were going to proceed next. 

TESTIMONY OF ROBERT W. TRABAND , 1 VICE PRESIDENT, J.P. 

MORGAN CHASE AND COMPANY, HOUSTON, TEXAS; ACCOM- 
PANIED BY ERIC N. PEIFFER, VICE PRESIDENT, J.P. MORGAN 

CHASE AND COMPANY, NEW YORK, NEW YORK 

Mr. Traband. Thank you, Mr. Chairman. My name is Robert 
Traband and I am currently a Vice President of J.P. Morgan Chase 
Bank. I am making a joint statement on behalf of myself and Eric 
Peiffer. 

Let me say at the outset, Mr. Chairman, that while we believe 
that our participation in the Fishtail and Flagstaff transactions 
was perfectly legal and followed established rules, had we known 
then what we know now about Enron’s practices, we would not 
have engaged in these transactions with Enron. We would not have 
accepted at face value, as we did in 2000 and 2001, Enron’s state- 
ments that its requests to structure Fishtail or Flagstaff in par- 
ticular ways were designed to properly achieve Enron’s desired fi- 
nancial statement treatment of the transactions in accordance with 
Generally Accepted Accounting Principles. 

In addition, we would have wanted to know more about the as- 
pects of the transactions in which the firm was not involved. But 
at that time, we, like many other parties, dealt with Enron in the 
belief that it was one of the most respected companies in America 
and that it was not our role to second guess our counterparties’ ac- 
counting or other structuring determinations. 

In the case of Enron, the firm suffered substantial injury, not 
only by the loss of hundreds of millions of dollars from its own 
transactions with Enron, but also from the injury to its reputation 
from the erroneous suggestions of some that the firm was involved 
in Enron’s wrongdoing. For these and many other reasons, we re- 
gret that we ever dealt with Enron. 

Let me now turn to the specific transactions with respect to 
which the Subcommittee has requested information from the firm. 
The first of these transactions has been referred to by the Sub- 
committee and others as Fishtail. This transaction was a $41.5 mil- 
lion loan commitment extended by the firm in December 2000 to 
a special purpose entity named Annapurna LLC, established by 
Enron. This commitment expired by its terms in June 2001 and 
was never funded. 


1 The joint prepared statement of Mr. Traband, Mr. Peiffer, and Mr. Feldstein, appears in the 
Appendix on page 107. 
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Enron informed the firm that in anticipation of its ultimate con- 
tribution of the existing pulp and paper business to a joint venture, 
Enron wanted to deconsolidate its pulp and paper business from 
the rest of its businesses. Enron also told us that in consultation 
with its accounting advisors, it had devised a structure to achieve 
this objective. Enron would contribute its economic interests in the 
present and future contracts of the pulp and paper business to a 
newly formed entity, Fishtail, which would be jointly owned by 
Enron and Annapurna. 

As I have said, the firm’s participation in this transaction was 
limited to a 6-month commitment to make a bank loan to 
Annapurna. The firm had no other involvement in the transaction. 
The decision to make a commitment to Annapurna was a reason- 
able credit decision and it is not at all unusual, as banks often 
make loan commitments with the expectations that they will not 
be funded. 

The firm acted as a leader — a lender in this transaction and, con- 
sistent with industry practice, it did not make any determination 
whether completion of the transaction would achieve Enron’s ac- 
counting objective, a deconsolidation of Enron’s pulp and paper 
business. Such determinations were properly for Enron to make 
with the advice and assistance of its internal accountants and ex- 
ternal auditors. In this connection, I note that the Subcommittee 
staff report states that Arthur Andersen actually did approve this 
transaction. 

In December 2000, when the Fishtail transaction was agreed to, 
the firm had no reason to believe that any such determinations 
were not being made by Enron and/or Arthur Andersen, which was 
then one of the Nation’s premier accounting firms, in accordance 
with Generally Accepted Accounting Principles. 

There is one final point I would like to make about the Fishtail 
transaction. It appears that Fishtail included a broader set of 
transactions by Enron to effectuate not just the deconsolidation of 
Enron’s pulp and paper trading business, but to recognize income 
in connection with the sale of those assets. The firm was not in- 
volved in these other transactions, and indeed was told very little 
about them by Enron or anyone else, for that matter. 

The Subcommittee has also asked for information concerning the 
firm’s understanding of and participation in the Slapshot project, 
particularly with regard to the Flagstaff transaction. As I will ex- 
plain in greater detail, Slapshot was the name given by the firm 
to a generic form of transaction intended to permit a loan by a U.S. 
lender to a Canadian borrower, to be structured in a manner that 
would provide advantageous tax treatment to the Canadian bor- 
rower under Canadian law. 

Flagstaff was the name under which a specific transaction with 
Enron was undertaken in June 2001 to provide long-term refi- 
nancing for the acquisition of a Canadian pulp and paper mill, 
Stadacona, acquired by a joint venture in which Enron was a eq- 
uity participant. In short, Flagstaff was an actual transaction; 
Slapshot was not. 

As the Subcommittee is aware, there are substantial differences 
in tax codes of other countries that taxpayers, including both indi- 
viduals and businesses, may lawfully and properly take advantage 
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of. Such a situation existed under Canadian tax law, but before 
proposing the transaction to any client, the firm’s structured fi- 
nance group solicited and received a written opinion of an inde- 
pendent and highly regarded Canadian law firm setting forth the 
likely tax consequences of that structure under Canadian law. Ulti- 
mately, the firm obtained written opinions from two leading Cana- 
dian law firms that the structure and the Canadian tax benefits it 
provided were legal and valid. 

As I have indicated, the Flagstaff transaction had its genesis in 
the planned purchase of the Stadacona Canadian paper mill by 
CPS, a Canadian corporation owned by a joint venture, Sundance, 
between Enron and another party. The firm did not participate in 
the formation of the Sundance joint venture. Documents shown to 
employees by the firm by the Subcommittee staff during interviews 
in preparation for this hearing reveal that there were many aspects 
of the structure and funding of the joint venture that were com- 
pletely unknown to us. Indeed, at the time of the Flagstaff trans- 
action, the firm did not know the identity of Enron’s partner in the 
joint venture. 

In January 2001, representatives of the firm met with Enron to 
present a proposal under which a group of banks would make a 
loan to finance the acquisition of the mill. During the meeting, the 
firm advised Enron that it had concluded, based on the opinion of 
counsel, that the loan transaction could be structured in a manner 
that would provide advantageous tax treatment to a Canadian bor- 
rower under Canadian law. Enron informed the firm’s representa- 
tives that Enron was aware of and had itself already devoted sub- 
stantial attention to analyzing a substantially similar Canadian 
tax structure. 

Enron ultimately selected the firm to lead the bank group, but 
opted to complete the acquisition of the Stadacona mill in March 
2001 with a bridge loan of approximately $375 million provided by 
Enron. The Flagstaff transaction was thereafter completed in June 
2001 in order to repay the bridge loan and provide the long-term 
debt financing. The Flagstaff loan transaction was structured in a 
manner intended to permit the realization of the Canadian tax ben- 
efits by the Canadian borrowers. To the best of the firm’s knowl- 
edge, this structure did not provide otherwise unavailable U.S. tax 
benefits to any party. We understand that Enron obtained and re- 
lied upon its own written opinion from Canadian tax counsel and 
that the anticipated Canadian tax benefits could and should be re- 
alized under the structure. 

As the Subcommittee is aware, the Flagstaff structure is highly 
complex, and among the several transactions that comprise the 
structure was an intraday loan of approximately $1 billion provided 
by the firm to Flagstaff. It also involved two special purpose enti- 
ties created by Enron or its affiliates. The complexity of the Flag- 
staff financing and the legal documentation required to implement 
it was necessitated by Canadian tax considerations and were un- 
dertaken in reliance of the opinions of Canadian tax counsel to fa- 
cilitate realization of the Canadian tax benefits. 

As the Subcommittee also is aware, the credit support for the 
loan was provided by Enron, principally through a total return 
swap and certain supporting transactions, rather than as originally 
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contemplated, a guarantee by Enron. This change was specifically 
requested by Enron. One or more members of our team understood 
at the time that a principal reason for Enron’s position on this re- 
spect was that Enron had concluded that a guarantee might re- 
quire consolidation of the entire Sundance joint venture, the assets 
of which included CPS and the Stadacona mill. 

The firm understood that the use of a total return swap to facili- 
tate the continued deconsolidation of the joint venture had been 
vetted by Enron with its external auditors, Arthur Andersen, and 
had been approved by them. The firm did not attempt to second 
guess this accounting judgment. As I have noted earlier, under ap- 
plicable law and practice, each party is properly responsible to en- 
sure that it correctly accounts for the transactions to which it is a 
party. At the time, the firm had no reason to believe that any such 
determinations were not being made by Enron and its external 
auditors in accordance with Generally Accepted Accounting Prin- 
ciples. 

Consequently, from the firm’s standpoint, the issue presented by 
Enron’s decision not to provide a guarantee was whether the total 
return swap provided sufficient credit support for Flagstaff loans, 
that the new arrangement could prudently be accepted by the 
banks in lieu of a direct Enron guarantee. Ultimately, we and the 
other members of the bank group each concluded that the total re- 
turn swap provided adequate credit support. 

This concludes my statement, Mr. Chairman. I am happy to an- 
swer any questions. 

Senator Levin. Mr. Peiffer, you are not going to give a statement 
at this point? 

Mr. Peiffer. It was a joint statement on behalf of both of us. 

Senator Levin. Mr. Feldstein. 

TESTIMONY OF ANDREW T. FELDSTEIN , 1 MANAGING DIREC- 
TOR, CO-HEAD STRUCTURED PRODUCTS AND DERIVATIVES 

MARKETING, J.P. MORGAN CHASE AND COMPANY, NEW 

YORK, NEW YORK 

Mr. Feldstein. Thank you, Mr. Chairman. My name is Andrew 
Feldstein. As Mr. Patterson said, I am a Managing Director at J.P. 
Morgan Chase, and since March of this year, I have been the Co- 
Head of our Structured Products and Derivatives Group in North 
America. In addition, I work closely with Mr. Patterson on the 
firm’s Policy Review Office, designing and implementing the poli- 
cies to guard against participation in transactions that don’t com- 
port with our standards for integrity and our commitment to trans- 
parent financial markets. 

I would like to say four things. First, based on my review of the 
facts from this Subcommittee’s report as well as from my internal 
inquiries, I am convinced that neither Mr. Traband nor Mr. Peiffer 
nor anyone else at J.P. Morgan Chase knowingly aided and abetted 
Enron’s apparently deceptive activities. 

Second, Mr. Chairman, you mentioned earlier today the need to 
root out corruption in financial statement presentations. We agree 


1 The joint prepared statement of Mr. Traband, Mr. Peiffer, and Mr. Feldstein, appears in the 
Appendix on page 107. 
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with you 110 percent. We think it is incumbent upon all partici- 
pants in our capital markets to combat that type of conduct at 
every turn. We are with you. 

Third, what has changed? The processes that our firm has imple- 
mented and the culture that we are endeavoring to create at all 
levels of the firm are meant to avoid our firm’s participation in 
transactions contrary to the principles of integrity and trans- 
parency. 

One thing in particular bears noting here. We now insist not only 
everyone that works for me in structured finance, but everyone in 
the firm, to ask questions, more questions, and more specific ques- 
tions than were commonly asked 1 year ago. We no longer rely on 
the assurances of clients or their outside advisors when the facts 
and circumstances of proposed transactions should give us pause. 

I like to think that senior management chose people like Mr. Pat- 
terson and me to play a big part in this cultural evolution because 
we have the ability to be real thought leaders and we can work 
with all professionals in the firm to identify the indicia of trans- 
actions that must be thoroughly questioned. 

Finally, let me end with this. The fact that things are changing, 
whether internally at firms like ours or with the accounting rules, 
that is evidence of what is good in the U.S. capital markets. Par- 
ticipants join together with the encouragement of committees like 
yours to help make the markets work even better. 

I appreciate being given the opportunity to appear before you 
today and I look forward to answering any questions. Thank you. 

Senator Levin. Thank you all. 

Mr. Peiffer, let me start with some questions to you. You worked, 
as I understand it, on the implementation of the Slapshot deal and 
the negotiations with Enron, is that correct? 

Mr. Peiffer. That is correct. 

Senator Levin. As I indicated in my opening statement, I believe 
the details of that structure show it to be a sham and I would like 
to go through the $1 billion so-called loan that Chase, through an 
SPE or special purpose entity that it created called Flagstaff, made 
to the Enron special purpose entity called Hansen. 

The $1 billion that Chase sent to Flagstaff, which again was 
under its control, was returned to it on the same day, as a matter 
of fact, within a period of a few hours or even a few minutes, and 
I want to look at some slides that show the general schematic of 
the transaction. 

First, step one. Chase provided a $1 billion so-called daylight 
overdraft loan to Flagstaff, its own special purpose entity. That is 
a loan which existed for just a few hours, if that long. 

This is, I believe, Exhibit 303(a), 1 if you want to take a look in 
your book. It may be hard for you to see that far. So step one, at 
the bottom right, a $1 billion loan from Chase to Chase’s special 
purpose entity, Flagstaff. That is the daylight overdraft loan for the 
few hours. 

Step two, Enron gets the $1 billion daylight overdraft from 
Citibank, runs the money through a few of Enron’s subsidiaries, 
and puts it in an escrow account at Chase, and that escrow account 


1 Exhibit No. 303(a) appears in the Appendix on page 190. 
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you will see there is called Newman and that is another Enron spe- 
cial purpose entity. 

Step three, Flagstaff at that time, and only then, releases the 
Chase $1 billion and it goes through a number of Enron entities 
to Citibank. So Citibank now has got its $1 billion back a few mo- 
ments later. And then as soon as Flagstaff releases the Chase $1 
billion, Newman releases the $1 billion from the escrow account to 
Flagstaff and then back to Chase. Now, all of these transactions 
occur within a matter of hours, some within a matter of minutes. 
One billion dollars this way, a billion dollars, that way. 

Exhibit 352 1 is the funds flow schedule that was attached to the 
opinion of Enron’s tax counsel, who is also your tax counsel. Nota- 
tions next to the funding steps show that certain steps will be com- 
pleted by certain times, and it shows that the $1 billion would be 
returned to Chase between 10 a.m. and 12 noon the same day that 
it left Chase. 

Chase released over $1 billion from its left hand, took the money 
back with its right hand, and you designed the structure so that 
even though $1 billion was returned almost instantaneously, at 
least on the same day, there would be an appearance to Canadian 
tax authorities that there was an outstanding loan of $1.4 billion. 

Now, Mr. Peiffer, isn’t it the case that the amount of the $1 bil- 
lion, $1,039 billion to be precise, was mathematically derived to en- 
sure that interest payments made on the $1.4 billion apparent loan 
would equal the principal and interest payments on the $375 mil- 
lion loan? 

Mr. Peiffer. That is correct. 

Senator Levin. So the $1.03 billion amount wasn’t derived from 
some independent business need, it was simply the number re- 
quired to make the tax transaction work, is that correct? 

Mr. Peiffer. It was the number required to make the tax trans- 
action work as it was intended. 

Senator Levin. Now, the company receiving the loan, the so- 
called loan, was Hansen, a Nova Scotia unlimited liability corpora- 
tion which had been established by Enron. Do you know when 
Hansen was incorporated? 

Mr. Peiffer. Where it was incorporated? I am sorry. 

Senator Levin. When Hansen was incorporated. 

Mr. Peiffer. Nova Scotia, I believe. 

Senator Levin. No, when, not where. 

Mr. Peiffer. I don’t know when it was incorporated. 

Senator Levin. Well, I will tell you when it was formed, less than 
2 weeks before this transaction took place. That was also the same 
day that Newman, the company that formed the escrow account, 
was created. 

Given how new Hansen was, do you believe that it was a com- 
pany with an identified business purpose that warranted a $1 bil- 
lion loan? 

Mr. Peiffer. I think here, it depends on what context you are 
defining business purpose. 

Senator Levin. The normal. 

Mr. Peiffer. In my understanding 


1 Exhibit No. 352 appears in the Appendix on page 525. 
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Senator Levin. Just normal understanding. 

Mr. Peiffer. My understanding is that Enron set up both Han- 
sen and Newman to help effect this transaction and that for Cana- 
dian tax purposes, based on advice we and they received from our 
Canadian tax counsel, that the contracts they entered into con- 
stituted a business purpose. 

Senator Levin. So these were set up for this transaction, these 
companies? 

Mr. Peiffer. That is my recollection, yes. 

Senator Levin. What was the commercial business purpose that 
was associated with this $1 billion loan to Hansen? 

Mr. Peiffer. The loan to Hansen was actually $1.4 billion, and 
as you 

Senator Levin. I want to talk about the $1 billion portion of it. 
What was the commercial business purpose associated with that $1 
billion, which was the majority of the $1.4 billion? 

Mr. Peiffer. I think it is hard to talk about, with all due re- 
spect, just the $1 billion portion, since it was one $1.4 billion loan. 
I will acknowledge that, of course, as you did, that $1 billion came 
from J.P. Morgan into Flagstaff and that J.P. Morgan was repaid 
that same day, and so at the end of the day, there was $375 million 
remaining in this joint venture. 

Senator Levin. Which was the real loan, correct? 

Mr. Peiffer. Yes, the real loan, the economic loan is what I 
would prefer to call it. However, if you look at the actual contracts, 
there actually was a $1.4 billion loan. Those were actual contracts 
that continue to be respected from a legal perspective to this day, 
and in addition to that, from a Canadian tax perspective, which fol- 
lows much more form over substance type of regime, my under- 
standing, not being a Canadian tax lawyer, but given the advice 
that we are given, that the Canadian tax advisers would respect 
that as a $1.4 billion loan. 

To answer specifically your question as to what the business pur- 
pose is, the business purpose of this transaction as a whole was to 
provide financing to Enron in a tax advantageous way, and the $1 
billion 

Senator Levin. Tax advantageous way 

Mr. Peiffer [continuing]. And the $1 billion helped with that. 

Senator Levin. That was the tax advantageous part of the $1.4 
billion? 

Mr. Peiffer. I think the right way to say it is that it did help 
with the making, of course, of the $1.4 billion loan, and that, taken 
together with the other contracts, given the advice that we were 
given from Canadian tax counsel, helped to generate the Canadian 
tax benefits that were intended. 

Senator Levin. But the $1 billion was the tax advantage portion, 
was it not, of the $1.4 billion? That is what created the tax advan- 
tage. 

Mr. Peiffer. The $1 billion helped to create the tax advantage. 

Senator Levin. Was there any other tax advantage, other than 
what was created by the $1 billion? 

Mr. Peiffer. There were only Canadian tax advantages gen- 
erated with respect to the full $1.4 billion loan interacting with the 
other contracts. 
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Senator Levin. But I am saying, if it had just been the economic 
loan, as you put it, the business loan of $375 million, there would 
not have been any tax advantage from that, would there? 

Mr. Peiffer. Right. I think it is fair to say that if it were only 
a $375 million loan, that Enron would have received tax deductions 
on that $375 million loan and that is it. 

Senator Levin. The interest on it? 

Mr. Peiffer. Yes. 

Mr. Feldstein. May I add something, Mr. Chairman? 

Senator Levin. I would rather not. I want to just keep going with 
Mr. Peiffer and then you can come in a little later, if you like. 

Mr. Peiffer, would Chase have approved the $1 billion loan, that 
portion of the $1.4 billion loan to Hansen, if it had not been as- 
sured that it would receive the money back immediately from an 
escrow account held by Enron? 

Mr. Peiffer. I think it is fair to say it would not. From a credit 
perspective, Chase obviously would be concerned about getting paid 
back that amount of money, and so felt more comfortable if Enron 
was either paying to us $1 billion first via a separate transaction, 
and preferably through an escrow account, which I recall is what — 
where Newman had the money prior to paying to Chase under the 
subscription assumption agreement. 

Senator Levin. So is it fair to say, then, that the $1 billion por- 
tion of that loan to Hansen would not have been made by Chase 
unless you knew that there was money in escrow to immediately 
pay that money back to you, is that fair? 

Mr. Peiffer. That is fair. 

Senator Levin. Now, Mr. Peiffer, you are listed on the incorpora- 
tion papers of Chase’s special purpose entity Flagstaff as Flagstaff s 
Vice President, and Mr. Traband, you are listed as the Treasurer 
of Flagstaff. So as corporate officers of Flagstaff, both of you, with 
fiduciary duty to the company, I take it that you would not have 
felt comfortable loaning $1 billion to Hansen if you didn’t know 
that the same amount of money was already in an established es- 
crow physically located at Chase and that Chase would imme- 
diately receive the money back from Enron, is that a fair state- 
ment? You wouldn’t possibly be handing $1 billion out to this new 
company without being darn sure that that $1 billion was coming 
right back to you, is that fair to say? 

Mr. Peiffer. I think it is fair to say we would go to measures 
to make sure that $1 billion was repaid. 

Senator Levin. Mr. Traband, do you agree with that? 

Mr. Traband. Yes. We understood the full scope of the trans- 
action. 

Senator Levin. Now, even though the $1 billion, then, of the so- 
called $1.4 billion was already returned, you have asserted that 
the — Mr. Feldstein, did you want to interrupt at this point? 

Mr. Feldstein. No, I think I will wait. 

Senator Levin. OK. Even though the $1 billion was already re- 
turned, you nonetheless have asserted in your testimony that the 
tax deduction for interest on the entire $1.4 billion was allowed in 
Canada, and Chase has put a great deal of emphasis on that asser- 
tion in its statements. I am aware that a Canadian law firm in- 
formed Chase that Slapshot would be acceptable. However, that 
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same law firm had provided services to Enron and told their client 
that Slapshot was likely to attract scrutiny by Revenue Canada. 

Were you aware of the fact that advice was given, by the same 
lawyer who advised you, to Enron that this transaction would at- 
tract scrutiny by Revenue Canada, Mr. Peiffer? 

Mr. Peiffer. At the time of this transaction, I was not aware. 
I have since become aware. But to comment on that, I don’t think 
it necessarily would be surprising to say that this transaction or 
any necessarily complex transaction with tax advantages would — 
might invite some scrutiny. 

Senator Levin. But you designed the structure to be hidden from 
authorities, Canadian authorities. For example, Flagstaff, which is 
your special purpose entity, was concerned because the $375 mil- 
lion that it received from the bank consortium had a different in- 
terest rate than the so-called $1.4 billion loan, so Chase could lose 
money. 

And so Enron and Chase considered alternatives to avoid that 
risk, and Exhibit 344, 1 if you will turn to that, contains a chart de- 
picting various alternative strategies to alleviate Chase’s interest 
rate risk. The chart on page 12 of that Exhibit 344 addresses alter- 
native one under this section, entitled “Advantages.” Advantages — 
there were three alternatives you were looking at to address your 
interest rate risk, three alternatives. 

Alternative one had the advantage of not having a road map for 
Revenue Canada, and to read the exact words there, “No road map 
for Revenue Canada. No swap by Enron on economic interest.” 

Now, a few pages later in Exhibit 344 is a chart that summarizes 
all three alternatives. One of the advantages of alternative two — 
excuse me, one of the disadvantages of alternative two is that it 
leaves a potential road map. Do you see that on page 15, under al- 
ternative two, disadvantages? 

Mr. Peiffer. Yes, I do. 

Senator Levin. Potential road map. Who does it leave a potential 
road map for? That same Revenue Canada. 

And then looking at the disadvantages listed for alternative 
three, it lists under disadvantages, possible road map for Revenue 
Canada with respect to these alternatives. So it clearly was your 
design and your joint decision with Enron, is it not correct, that 
you wanted to avoid providing a road map to Revenue Canada, is 
that a fair statement? 

Mr. Peiffer. Well, what I think is unfair is to say that the trans- 
action was designed to avoid scrutiny. I think with any tax advan- 
taged transaction that any company would do, there is an inherent 
desire to avoid highlighting the transaction. This, in particular, the 
interest rate swap, I don’t think had on the margin very significant 
ability to highlight or not highlight the transaction. 

As you can see, there are a number of boxes and arrows, so to 
speak, with the transaction. I think that if the transaction was to 
be audited or not audited based on that, and to isolate it to the in- 
terest rate swap, I don’t believe was the case. 

I mean, it was one of many advantages or disadvantages under 
each alternative that we considered and Enron ultimately ended up 


1 Exhibit No. 344 appears in the Appendix on page 396. 
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choosing the alternative based on whether it felt it could get com- 
fortable with taking on additional fixed-rate interest rate exposure. 
There was very little discussion as to the road map, and when 
Enron actually chose that alternative, my recollection of the con- 
versation was that it was based entirely on its ability to absorb ad- 
ditional fixed interest rate exposure and that there was no concern 
or discussion about this potential road map issue that we are look- 
ing at here. 

Senator Levin. Whether there was discussion of it or not, this is 
a document that you used to pitch this particular approach, did you 
not? Didn’t you design this? Wasn’t this a Chase design? 

Mr. Peiffer. I was not heavily involved at all in designing the 
structure, as I am not a tax expert. 

Senator Levin. Was it Chase’s design, though? 

Mr. Peiffer. It was Chase’s design, using a good deal of existing 
technology, tax technology, let us call it, that existed and other tax 
regimes where form took a great deal of place over substance. 

Senator Levin. So in the Chase design, or its tax technology, as 
you call it, you listed the advantages and disadvantages of each of 
three approaches, and Chase listed an advantage of there not being 
a road map to a potential customer, and listing alternatives two 
and three having disadvantages of having potential road map or 
possible road map. That is what you were pitching to a client here, 
is that not correct? 

Mr. Peiffer. Well, at this point 

Senator Levin. Whether there was discussion of it or not, this is 
your document, isn’t it? 

Mr. Peiffer. Right. This was an organizational meeting. It was 
discussing the transaction, assuming that the transaction would go 
forward. It is our document, but, again, it naturally would have 
been this company’s preference to not highlight a transaction. 

Senator Levin. Which company, yours or Enron’s, when you 
say 

Mr. Peiffer. Enron’s. 

Senator Levin. Why would you want to not have a transaction 
be apparent, or be transparent? Why would you want to try to sell 
an advantage of an option as not being transparent to the tax folks 
and to avoid giving them a road map? Why did you want to avoid 
that? Why did you think Enron wanted to avoid that? 

Mr. Peiffer. I think it is customary that any company would 
rather not highlight a transaction with tax advantages, given that 
I think that the transaction itself would more or less highlight 
itself were it to be looked at by Revenue Canada, and they cer- 
tainly would. 

Senator Levin. Well, if they were going to look at it anyway, 
then you wouldn’t have to pitch the absence of a road map as being 
an advantage, would you? 

Mr. Peiffer. In the end, there ended up being very little, if any, 
discussion around this particular aspect of choosing the interest 
rate swap precisely because of that. 

Senator Levin. I am not so interested in whether there was a 
discussion. I am much more interested in why Chase would design 
a structure and make a pitch for one of the options as having the 
advantage of being less transparent to the tax authorities. If you 
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have nothing to hide, it would seem to me that Enron would be 
perfectly willing to share all the information with the tax authori- 
ties. They would not care if they gave it a road map or not. 

Something was being hidden here by Enron. They didn’t want 
this to come to the attention of the tax authorities. They had an 
opinion, as a matter of fact, which you say you didn’t know about, 
but they had an opinion from the tax lawyer who also gave you tax 
advice on this transaction. The opinion from their tax lawyer and 
yours, but you say only to Enron, was that this would be chal- 
lenged, or might be challenged by tax authorities in Canada, and 
then you went and pitched this deal to them on something that you 
obviously thought would be attractive to them, which is that it 
would not give a road map to the people that would challenge this 
or might challenge this. 

Mr. Peiffer. With all due respect, the opinion that Blake Cas- 
sels wrote to Enron took place a good number of months after this 
was put together, and so based on the opinion that we had, we be- 
lieved, given the strength of the opinion, that even if it were chal- 
lenged, that it was a strong transaction and that the tax benefits 
inherent in it would stand. 

Again, the interest rate swap was a very small aspect of this 
transaction, and so to say whether it was not highlighted or not, 
I think it is very difficult to extrapolate and say we are trying to 
hide or even not highlight the entire transaction. 

Senator Levin. That is not extrapolation. I am reading your doc- 
ument. 1 

Mr. Peiffer. But with all due respect, this is a very small part 
of the entire transaction, and to say 

Senator Levin. I am not extrapolating. 

Mr. Peiffer [continuing]. And to say on the margin that this is 
what is hiding the transaction 

Senator Levin. Advantage No. 1, no road map. Advantage No. 2, 
no swap fees. Advantage No. 3, most preferable alternative, Cana- 
dian tax perspective. 

Mr. Peiffer. That is — I am sorry. 

Senator Levin. That is listed by you as advantage No. 1 for alter- 
native No. 1. I am not reading something into this. I am reading 
your words. That is advantage No. 1. 

Mr. Feldstein. May I say something that 

Senator Levin. Sure. 

Mr. Feldstein [continuing]. Maybe helps to make sense of this, 
and if you will give me permission, I wanted to say something more 
broadly. I will get to your questions about the swap transaction, at 
least my impressions of what went on. But, as well, I wanted to 
talk about the $1 billion which you mentioned previously. 

So I want to start maybe with just some general comments on — 
very brief, I promise — on transactions with big tax consequences 
like this. I want to give you my impressions of the Slapshot deal 
based, of course, on 20/20 hindsight, and I want to really briefly, 
I promise, talk about what is different at our institution relative 
to when this transaction was done. 


1 Exhibit No. 344 appears in the Appendix on page 396. 
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So first, unlike in the United States, tax principles in some juris- 
dictions elevate the importance of the form of a transaction. Some- 
times that helps taxpayers and sometimes it works to their det- 
riment. It is usually accepted in these jurisdictions that taxpayers 
are entitled to structure a business transaction in the most advan- 
tageous form for tax purposes. In fact, their shareholders might say 
that companies are obligated to do that. So that is just general ob- 
servation. 

My second point, which is on this specific transaction, I, too, am 
not a Canadian tax expert, but from what I have gleaned, from 
what I have read, including the report and internal inquiries, I be- 
lieve that the Canadian tax laws relevant to this transaction are 
very formalistic. The business transaction, you described correctly, 
was a $375 million borrowing. The form of the transaction, includ- 
ing the economic reality, what was an economic reality, the $1 bil- 
lion flow of funds, if respected, including all the separate entities 
and the separate instruments that were created under some very 
formalistic Canadian tax laws, showed a $1.4 billion borrowing and 
it was tax advantageous to do that and it was very formalistic. 

My impressions of the swap, to get back to the questions you 
were asking, is that it was also important, being a very formalistic 
regime, to make the swap look like it was swapping the trans- 
actions that were trying to be respected as the form of the trans- 
action, i.e., swapping the $1.4 billion transaction, not swapping 
what the underlying business transaction was, which was the $375 
million loan. 

From the review I have done and from your report, I glean also 
that the structures on this transaction received advice from Cana- 
dian tax counsel that the form should be respected. Tax counsel 
didn’t say it was 100 percent certain, and generally, that is not a 
condition for structuring deals with material tax consequences. 

We know now, after the fact, that Enron received an opinion 
from tax counsel, and you were right, it was the same tax counsel 
that had previously represented Morgan, but my understanding in 
talking with people is that it was at Enron’s request that we stop 
using that counsel so they could because it was their regular tax 
counsel. They received an opinion from that counsel on the specific 
facts of this transaction that heavily caveated the advice. My un- 
derstanding is that no one from J.P. Morgan Chase saw that 
caveated opinion. 

So that brings me to item No. three, which is what would we do 
differently now, because I think we would do things differently. 
First of all, we now insist on advice from our own internal cor- 
porate tax department, which is separate from the business unit, 
an independent third party tax counsel of their choosing to give us 
advice on the specific facts of any transaction. I presume that on 
the specific facts of this transaction, given what we learned after 
the fact about the opinion that Enron received, that we might have 
had new and different information that may have — I was not there, 
so I don’t know for sure, but that may have caused us to act dif- 
ferently in this case. 

Senator Levin. Why would you have acted differently, only if you 
had access to the legal opinion? 

Mr. Feldstein. Again, let me try to maybe 
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Senator Levin. You said you might have acted differently. I am 
trying to figure out why. 

Mr. Feldstein. Maybe I wasn’t 

Senator Levin. What would you have now that you didn’t have 
then? 

Mr. Feldstein. I guess I didn’t explain it well enough. What we 
didn’t do then, but we do now, is with respect to any transaction 
with material tax consequences or transactions which appear to us 
to have material tax consequences, we take that transaction and all 
the specific actual facts of that transaction to our corporate tax 
group, a completely separate group within the firm, not part of the 
business unit. Based on the facts that we provide to the corporate 
tax group, their review of them, but also the review of outside 
counsel selected by the corporate tax group reviewing the specific 
facts of the deal, we get advice on the strength of the tax con- 
sequences or the tax analysis of that specific transaction. 

That step was not part of our policy when this transaction was 
undertaken, so that as you pointed out, the opinion delivered to 
Enron, not seen by us, caveated the original advice that J.P. Mor- 
gan Chase had received about the certainty of the tax con- 
sequences. It caveated it heavily. 

I presume, I don’t know for certain, but I presume that if we had 
engaged our corporate tax group, if the people working on the 
transaction had engaged the corporate tax group and the corporate 
tax group had engaged the outside counsel, independent outside 
counsel that they would today, that J.P. Morgan Chase, as well as 
Enron, based on the specific facts of the deal as it was structured, 
would have received very heavily caveated advice about it. And if 
that were the case, the fact that we received very heavily caveated 
advice may have caused us to walk away from this transaction. 

The big policy change, again, because maybe I didn’t express my- 
self clearly the first time, is that all transactions of this nature, 
and not just ones where we know explicitly there is a material tax 
consequence, but ones that have certain indicia that lead us to pre- 
sume that there are material tax consequences, there is a rule that 
now everybody follows willingly to take that transaction, the spe- 
cific facts of the transaction to the corporate tax group for inde- 
pendent advice. 

Senator Levin. You very much hedged your statement. I think 
the bottom line is, would Chase be pitching this deal today? This 
is your design. This is your structure. 

Mr. Feldstein. Let me first 

Senator Levin. This isn’t something Enron cooked up. This is 
something Chase cooked up. Would you be pitching this deal today? 

Mr. Feldstein. I think that is an excellent question. 

Senator Levin. I appreciate your saying that, but let me just 
have a clear answer. Would you be pitching this today? 

Mr. Feldstein. Let me answer it in two ways, first, specifically. 
We don’t pitch this transaction today. Second, more generally 

Senator Levin. How would you pitch it today, given what you 
know about it? 

Mr. Feldstein. We would not pitch it today, given what we 
learned are the — we would not enter into this transaction the way 
it was 
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Senator Levin. Let us get to it. You designed this structure. It 
is not entered into it. 

Mr. Feldstein. Let me 

Senator Levin. You designed the structure. Would you design a 
structure like this today? 

Mr. Feldstein. I do not believe we would. I was not there at the 
time, so I don’t know what went into designing this structure. 

Senator Levin. That is why I am saying today. Would you design 
this structure today? 

Mr. Feldstein. Let me talk more generally, then, about what we 
do today that is different from what we did then in the design of 
transactions and the marketing of transactions. 

I would characterize the way the firm approached the business 
last year as a product-out approach. That is, the firm would design 
products like this and they would go and market those products to 
clients. We have reoriented our approach. I would describe the ap- 
proach today as a client-in approach. 

As opposed to designing generic transactions that we market to 
any number of clients who may or may not have the appropriate 
situation for those transactions, we start from a specific client situ- 
ation, understand what makes the most sense for that client, and 
sometimes there are tax consequences to transactions where we ad- 
vise clients to do things in a certain way to take — to create a trans- 
action that most effectively — with the most effective tax con- 
sequences. But that is different from what I think the old orienta- 
tion was, which was to design a transaction generically and market 
it. 

So on your specific question, I don’t think we would have done 
this transaction today given the policies we have in place to under- 
stand more about it, and more generally, I don’t think we do busi- 
ness the way we did business then. As a business matter, we are 
much more client-in as opposed to product-out. 

Senator Levin. But putting that aside, generic change, client-in, 
client-out, this is a structure, whether you design it or whether it 
is designed by somebody else. Would you be using this structure 
today? 

Mr. Feldstein. We don’t use this structure today, so it 
wouldn’t 

Senator Levin. Based on what you know about this structure, I 
know you don’t, but would you use it, given its $1 billion fake ap- 
pearance of a loan? Would you participate in this thing 

Mr. Feldstein. Given the tax 

Mr. Patterson. Can I take a crack at that, Senator Levin? 

Senator Levin. You folks helped to create the appearance of a 
$1.4 billion loan. It wasn’t. It was an economic loan of less than 
$400 million. The billion you handed with this hand got it back 
with this hand. You helped them create an appearance which then, 
as you knew it, allowed that — because you sold it — allowed that 
company to claim an interest payment for the full amount of what 
was really a payment of interest and principal. You knew you were 
participating in that. 

Now, you also knew that it might be recharacterized by the tax 
authorities in Canada and you even took steps to what would hap- 
pen if the jig was up, if they caught on, if they didn’t allow the in- 
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terest payment on the $1.4 billion and they took that payment as 
being payment of interest and principal. You even then went to the 
lengths of deciding what would you do if Revenue Canada said, 
hey, wait a minute. That is not a $1.4 billion loan. That is a $400 
million loan and the repayments of it are payments of principal 
and interest, not all interest. We are not going to give you a tax 
deduction, Enron. You folks even worked with Enron on what you 
would do then. 

My question is, would you participate in this kind of a trans- 
action now? I don’t care whether you design it or someone else de- 
signs it. You know what this transaction was. You know the details 
of it. Would you participate in this transaction today? That is my 
question. 

Mr. Patterson. I think not. The result that you describe seems 
quirky, but as Mr. Feldstein explained, there are some tax jurisdic- 
tions where form seems to triumph over substance. That is why we 
rely on the advice of tax counsel in those jurisdictions before we go 
ahead. 

In this case, as Mr. Feldstein said, we didn’t consult the tax 
counsel in the same way that we would today, and I won’t repeat 
everything he described, but we would have our corporate tax de- 
partment, which is charged with looking after the firm’s reputation 
in these matters, get its own outside counsel and get an opinion 
based on all the facts. 

I do not know, because I am not a tax counsel, whether we would 
get as clean an opinion today as would be necessary for us to go 
forward. But even if we did, sir, as I mentioned in my opening 
statement, beyond assuring compliance with all external require- 
ments, including tax laws, even if we thought this one might work, 
I personally, as head of the policy review function, would have to 
take into account how this would look to the world if, as we always 
have to assume, it would be publicly disclosed, and whether even 
if it met all the legal requirements and passed muster under Cana- 
dian tax law, it would be difficult to explain and might adversely 
affect our reputation. And on that basis, knowing what I know, I 
would not market this structure today. 

Senator Levin. Is this just a matter of how it looks to the world? 
Is this just a matter of that? Isn’t there something rotten about 
something which looks like a $1.4 billion loan which is a $400 mil- 
lion loan? Doesn’t that trouble you as a banker? 

Mr. Patterson. Well, the public perception of it troubles me. If 
you put the — what if we went to the Canadian tax authorities and 
got an opinion from the Canadian tax authorities that it worked? 
It would still look kind of quirky, but it would not be viewed in 
Canada as rotten. 

Senator Levin. Would you be willing to do what you did with 
Enron back then in terms of figuring out, what are we going to do 
if the Canadian tax authorities find out about this, despite your 
lack of a road map, that they track it anyway, that they spend as 
much time as this Subcommittee staff had to spend to figure out 
what was really going on here, Canadian tax authorities, if they 
did that, if they reached the same conclusion that this was more 
than quirky, this is just simply misleading because you are pre- 
tending that there was $1.4 billion which was lent, when in fact 
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it was only $375 million, and if they reached that conclusion, you 
folks worked, and if you will take a look here at Exhibit 351, 1 you 
folks even had a recharacterization rider. You had a fallback. You 
had a safety net here if they caught on and if they recharacterized 
this. 

This is your document. The rider attempts to recast any principal 
paid in excess of 25 percent of the recharacterized loan as instead 
being a loan to Chase, instead of from Chase. Here you have got 
Enron. You are cooking up a deal. This is something you are pitch- 
ing, you pitched. 

Mr. Patterson. I actually think that was added by Enron to the 
deal we pitched. 

Senator Levin. All right. You accepted it. 

Mr. Patterson. We accepted it, yes. 

Senator Levin. You agreed to this rider, which says if they de- 
cide, if the Canadian authorities find out about it despite your lack 
of a road map, if they find out about it, you agreed with Enron that 
you would then retroactively recast this as a loan to Chase instead 
of from Chase. One of the biggest banks in the world is being lent 
money by a client. That is what you agreed to. Does that trouble 
you, not just the appearance if it is made public, does that bother 
you as a person, as a banker? 

Mr. Patterson. Well, the fact that we borrow money from a cli- 
ent doesn’t bother me. It seems to me not surprising that one 
would try to anticipate what we would do if the initially intended 
tax results were rejected by the Canadian tax authorities. I assume 
in that context, I don’t know, but I assume that the whole trans- 
action would be transparent to the Canadian tax authorities at 
that time, including the recharacterization, and they might accept 
it or not accept it. 

Senator Levin. Is there any way in just common sense under- 
standing that that could accurately be characterized as a loan to 
you? 

Mr. Patterson. To be honest, I am not familiar enough with the 
transaction to be able to answer that question. 

Senator Levin. Well, think about it, would you, and give us an 
answer for the record . 2 

Mr. Patterson. Whether 

Senator Levin. Would you do that? Would you give it a little 
thought and give us an answer for the record? 

Mr. Patterson. Whether it would be possible to characterize 

Senator Levin. Whether you think 

Mr. Patterson [continuing]. Recharacterize a transaction as a 
loan to us? 

Senator Levin. Whether you think that in any way could be fair- 
ly described as a loan from Enron to Chase. 

Mr. Patterson. Happy to. 

Senator Levin. My understanding, by the way, is that opinion 
that came to Enron from the lawyers came within a couple days 
of, what, the completion of the transaction. It wasn’t, as you indi- 


1 Exhibit No. 351 appears in the Appendix on page 514. 

2 Exhibit No. 391 appears in the Appendix on page 1006. 
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cated, Mr. Peiffer, months later. It was just right around the trans- 
action. 

Mr. Peiffer. My understanding 

Senator Levin. It is obvious Chase knew that there was a ques- 
tion about this. We might as well cut to the chase. It is obvious 
that you knew that there could be a problem. Whether that same 
tax lawyer gave you that advice that they gave Enron or not, you 
knew it because you had worked out what would happen if the Ca- 
nadian authorities decided that this wasn’t right. You worked that 
out. So you knew that there could be a problem with this. 

To that extent that you had a retroactive recharacterization to 
turn something which was a loan from you into a loan to you, and 
it is that recharacterization document which seems to me to speak 
volumes. 1 It may only be a page, but it speaks volumes. It speaks 
about what Chase really believed. Whether you saw that opinion 
that the Enron folks got from that same lawyer or not, you knew 
there could be a problem. 

Mr. Peiffer. Could I make a comment on this? 

Senator Levin. Please. 

Mr. Peiffer. Again, Enron came to us with this. We are not sure 
why — actually, I can say I do know why Enron came to us with 
this. In the event that the Canadian tax authorities would re- 
characterize this, or choose 

Senator Levin. Disallow it. 

Mr. Peiffer. Disallow, yes, choose to disallow it by choosing to 
recharacterize it as a $375 million loan, Enron was concerned spe- 
cifically in that situation, if that was, say, a 20, 25 percent chance 
of that happening, which would be consistent with a “should” level 
opinion, then they wanted to limit the specific downside with re- 
spect to withholding tax. They and their counsel thought that this 
provision would have a chance of success with that. It is not some- 
thing we came up with, nor was it something we even thought 
made sense for Enron to put in that, and we voiced that opinion 
to them. 

Senator Levin. You agreed to it. 

Mr. Peiffer. We didn’t think it was needed. 

Senator Levin. Did you agree to it? 

Mr. Peiffer. Because of our strong opinions and what we knew 
their opinion to be, or that we thought it was going to be, but yes, 
we agreed to it and it was something that Enron even amongst 
themselves was deliberating. And so I think it would be incorrect 
to mischaracterize this as saying this is a reflection of what every- 
body thought of the deal. I think this was a specific clause to re- 
characterize something specifically, withholding tax benefits, with- 
holding tax that would need to be paid 

Senator Levin. Sure. 

Mr. Peiffer [continuing]. If the intended tax benefits were not 
achieved, and my understanding 

Senator Levin. You agree 

Mr. Peiffer [continuing]. With a lot of tax transactions, whether 
in the United States, Canada, anywhere, is that there are provi- 


1 Exhibit No. 351 appears in the Appendix on page 514. 



63 


sions to address certain things like that if the intended tax benefits 
aren’t achieved. 

Senator Levin. But Chase agreed to recharacterize something as 
a loan to it instead of a loan from it in order to help Enron avoid 
taxes. 

Mr. Peiffer. I think in order to, under the Canadian tax rules, 
potentially avoid withholding taxes if the transaction were — if the 
tax benefits with respect to the transaction were disallowed. That 
doesn’t take away the strength of the opinions or what we or Enron 
believed to be the high probability of the tax benefits. 

Senator Levin. There is nothing to take away from those opin- 
ions, because you knew — Chase knew that this loan was not $1.4 
billion. That much, we know you knew. You have acknowledged 
that. You knew it was an economic loan of $400 million. 

Mr. Peiffer. It was an economic loan of $375 million 

Senator Levin. Three-hundred-and-seventy-five million. 

Mr. Peiffer [continuing]. For legal and Canadian tax purposes, 
the advice we received is that it was, indeed, a $1.4 billion loan. 

Senator Levin. And you also knew that it was going to be chal- 
lenged or could be challenged, and you also then agreed with Enron 
that if it were challenged, you would retroactively change its na- 
ture. You would recharacterize it so that Enron wouldn’t be hit 
with taxes by Canada. You helped to perpetrate a fiction. You 
helped them perpetrate a fiction, because there was no $1 billion 
loan. 

Mr. Peiffer. I am sorry, I take exception with that. 

Senator Levin. You might take exception 

Mr. Peiffer. I don’t look at this as perpetrating a fiction. 

Senator Levin. That is a fiction. There was no $1 billion lent to 
them. 

Mr. Peiffer. We have opinions from Canadian tax counsel 

Senator Levin. Was $1 billion lent to them or not? 

Mr. Peiffer [continuing]. With that 

Senator Levin. Was $1 billion lent to them? I know there was 
$375 million. I am not talking about that. Was there $1 billion 
lent? 

Mr. Peiffer. There was a $1.4 billion loan made to the sub- 
sidiary of 

Senator Levin. Of which $1 billion was repaid within minutes, 
is that 

Mr. Peiffer. Under a separate contract, with money coming 
from elsewhere in Enron. 

Senator Levin. Separate contract, it was repaid within minutes, 
wasn’t it? 

Mr. Peiffer. I think the distinction here again to make is that 
Canada follows a very form over substance 

Senator Levin. I am not talking Canada. I am talking Chase, 
your reputation, transparency. We hear lectures about trans- 
parency, that you are going to be transparent. I am not talking 
about Canada. Canada will take care of itself. I am talking about 
Chase. You knew that the $1 billion of the $1.4 billion came right 
back to you, did you not? You knew that much. 

Mr. Peiffer. I knew $1 billion was coming back to us, that is 
correct. 
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Senator Levin. Of that $1.4 billion. 

Mr. Peiffer. Money is fungible and it was two separate trans- 
actions and we were advised that the transaction as a whole should 
be split up into two separate transactions, and yes, we did receive 
$1 billion back. 

Senator Levin. Did you get a legal opinion about this re- 
characterization? 

Mr. Peiffer. We did not 

Senator Levin. When you agreed to this 

Mr. Peiffer. There was no need for Chase to. 

Senator Levin. When you agreed to this, was there a legal opin- 
ion on this that Chase got? 

Mr. Peiffer. With respect to this, in the context of this, Chase 
did not need to receive a legal opinion, but my understanding is 
that Enron received advice from their Canadian tax counsel that 
it might be advantageous to put this in there in the event that this 
were audited and all the facts had become known and that there 
is the potential that this might do something for them. 

Senator Levin. You understood that Enron got an opinion from 
its lawyers about this? 

Mr. Peiffer. Yes, I do. 

Senator Levin. But you didn’t? 

Mr. Peiffer. We had an opinion based on the generic trans- 
action, the generic structure 

Senator Levin. No, I know that 

Mr. Peiffer [continuing]. But with respect to 

Senator Levin. The recharacterization. 

Mr. Feldstein. My understanding is J.P. Morgan Chase did not 
get an opinion on the specific details of the transaction. 

Mr. Peiffer. Right. 

Mr. Feldstein. Today, we certainly would. 

Senator Levin. Mr. Peiffer, you helped dream up Slapshot and 
helped develop it. Were you rewarded in any way by your super- 
visors for this, any special way? 

Mr. Peiffer. I think it is fair to say? 

Senator Levin. Was there a bonus, special bonus of any kind? 
Did you get 

Mr. Peiffer. There was no special bonus with respect to this. I 
think it is fair to say that it was one of many elements that, you 
know, played into the paying of a year-end bonus. We would all 
have been much better off, I think, also, if we had never made any 
of these loans to Enron and Enron had not gone bankrupt and the 
bank had more money to pay the bonuses. We all would have been 
better off if that were the case. 

Senator Levin. Let me conclude by just saying this. You have got 
some language on your website which says that banks were victims 
in fraud cases, not accomplices. All I can tell you is this, that this 
is a structure which you folks designed. You are not the victim 
here. You designed a structure. You sold a structure. Part of the 
sale was that it would not be providing a road map. You then 
agreed if, in fact, the Canadian tax authority would find that was 
not allowable, even agreed retroactively to recharacterize a loan 
from you into a loan to you. You folks aren’t victims here. 

Mr. Feldstein. May I add something? 
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Senator Levin. You folks helped a deceptive practice by Enron to 
be perpetrated, and it is — I am glad you are changing your ap- 
proach. I can’t tell you how glad I am. I will look forward, Mr. Pat- 
terson, to your answering the question for the record that you said 
you would think about. 1 

But it is important that we all worry about how things look, and 
that is important. But what is more important is how things really 
are. 

Mr. Feldstein. Could I just address your comments about the 
victim? My interpretation of that was that financial institutions 
were the victims of deceptive accounting practices and disclosure 
practices, or apparently deceptive practices at Enron. This trans- 
action, and we have gone through the certainty or lack thereof in 
terms of the tax consequences, but this had nothing to do with the 
accounting presentation that Enron provided, but rather was a 
transaction which rested upon whether Canadian tax law would re- 
spect the form in which it was structured, and the victim comment, 
I think, is about the apparent accounting deception practiced by 
Enron, which is a different subject, I believe. 

Senator Levin. Your prepay pitch book back in 1998, if you look 
at Exhibit 128, says the following. This is what you were pitching. 
Prepayment received for a forward sale of inventory, fixed quantity, 
specific delivery locations. Your third dot says, balance sheet- 
friendly. Is that still the kind of pitch you would make, balance 
sheet-friendly, or balance sheet accurate? Which is more impor- 
tant? 

Mr. Feldstein. Balance sheet accurate. 

Senator Levin. Is it fair to say, Mr. Patterson, you wouldn’t be 
making a pitch quite like that anymore? 

Mr. Patterson. I don’t have it and can’t see it, but 

Senator Levin. It is Exhibit 128. 

Mr. Patterson. I don’t think we have No. 128 here. 

Senator Levin. I am sorry, I have got the wrong number. It is 
Exhibit 169. 

Mr. Patterson. I don’t think we have that, either. 

Senator Levin. Let me try again, Exhibit 369. 2 

Mr. Patterson. Three-sixty-nine. No, I think that we probably 
would not use that terminology today. That doesn’t mean that ac- 
counting considerations are not relevant to our clients and to the 
transactions they enter into. They are structured in a way to com- 
ply with accounting rules. So accounting considerations continue to 
be an important part of structured finance. The key is that the ac- 
counting treatment be correct and not misleading. 

Senator Levin. Thank you. Thank you all for your appearance 
here today and we wish you good luck in greeting the weather on 
your return home, and we also wish you good luck in implementing 
fully and forcefully your new approach. It is important that our in- 
stitutions, the ones we rely so heavily on, such as Chase and 
Citibank and others that have been such an important part of this 
economy, have the confidence and credibility of the public. I hope 


1 Exhibit No. 391 appears in the Appendix on page 1006. 

2 Exhibit No. 369 appears in the Appendix on page 687. 
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your new guidance has an impact in that regard, both internally 
and externally. Thank you all for coming. 

Mr. Patterson. Thank you, Senator. 

Mr. Peiffer. Thank you. 

Senator Levin. Ms. Siebert, we now welcome you, President and 
Chair of Muriel Siebert and Company of New York. Ms. Siebert 
gained fame as the first woman member of the New York Stock Ex- 
change and Superintendent of Banks for the State of New York, 
now an owner of a discount stock brokerage firm, one of our wise 
elders — I hope you won’t mind that description — when it comes to 
finance and the securities business. I want to thank you for your 
travels here today from New York, also fighting the elements. 

Pursuant to Rule 6, as I have mentioned to all of our witnesses, 
our witnesses need to be sworn because of that rule of the Sub- 
committee, and so I would ask you to please stand and raise your 
right hand. 

Do you swear that the testimony that you will give before this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Ms. Siebert. Yes, I do. 

Senator Levin. Ms. Siebert, I think you have a statement, which 
we would ask you now to proceed with. 

TESTIMONY OF MURIEL SIEBERT , 1 PRESIDENT AND CHAIR, 
MURIEL SIEBERT AND COMPANY, INC., NEW YORK, NEW YORK 

Ms. Siebert. Yes. I submitted a written statement, but I have 
an abbreviated oral statement. I would like to thank you for invit- 
ing me. I am sorry I was late, but I came by way of LaGuardia Air- 
port and then the train because they canceled our flights, so I 
apologize for being late. 

Senator Levin. Actually, you are right on time, except you 
missed some testimony. 

Ms. Siebert. Terrific. I commend your Subcommittee for tackling 
this very tough, nasty job. You know, it will be 35 years ago that 
I became the first woman member of the New York Stock Ex- 
change, and at the time, while many people did not want me, I 
joined a group where your word was your bond and you would go 
broke before you broke your word. Things have changed when I 
look at the Enron transactions. The money became too vast and it 
was made too fast. I am sorry to say that greed became the creed. 

Enron, in my opinion, represents a total moral bankruptcy. It 
took more than the officers and the directors of the company. It re- 
quired help from the accountants, the lawyers, and the investment 
and commercial banks. Many people profited from these trans- 
actions, except the investing public, many of whom will never be 
able to make their losses back. It has affected their future retire- 
ment and we have to make sure this does not happen again. 

My interest in Enron really began in February. I received a call 
from the man that runs our retail discount operations and he told 
me that he was seeing things that he never saw before. We had cli- 
ents selling out their entire portfolios and requesting a check. We 
would not see that transaction if they sold their entire portfolios 


lr The prepared statement of Ms. Siebert appears in the Appendix on page 113. 
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and went into a money market fund. That would be an automatic 
sweep. But when they requested a check, it took an action on their 
part and our part. 

I asked Peter, because we call every customer that leaves our 
firm, and if it is because their nephew has gone to work for Merrill 
Lynch, so be it. God bless them and good luck. If it is because of 
something we have done wrong, I want to know about it. 

So I started to get the reports every week, and the answer was, 
don’t trust the integrity of the system. The system is against us. 
We can’t let this happen. The reports have continued to come in 
that way, although very few people compared to what we had be- 
fore. 

Our capital raising system is a national treasure. In the 1990’s, 
the United States created tens of millions of new jobs. Every new 
technological development was made in the United States, and for 
most of the decade, at least the early part and middle part of the 
1990’s, the market was orderly and the public, the small investors, 
started to invest. First, they bought mutual funds. They wanted to 
own a piece of America. 

After I received the same answers for a few weeks, I realized the 
seriousness of the abrupt change in our investors’ attitudes. Many 
of them, when we called them, specifically mentioned Enron. Sure, 
that was probably because there was a lot of publicity going on at 
that time, but they had been hurt in bond funds and other prod- 
ucts. 

I will give you an example. When I gave a speech for the Miami 
Herald at their yearly investors’ conference, a man in his 80’s dur- 
ing the question and answer period told me, “I lost a third of my 
money. Will they go to jail?” This is serious. 

Enron could not have happened without two new financial prod- 
ucts, derivatives and structured finance. These products in them- 
selves are not bad. It was the purpose that was employed that was 
terribly wrong. They were used to deceive. The financial engineer- 
ing permitted operations by legal loophole. 

Derivatives are not new. I testified in 1988, I have it here, after 
the 1987 market break. That was portfolio insurance. The regu- 
lators passed some laws and portfolio insurance is finished. 

I testified in 1998, 10 years later, after long-term capital market. 
Our country, frankly, lucked out in Long-Term Capital Manage- 
ment. Bob Rubin was our Secretary of Treasury and he was the 
only Secretary of Treasury that has ever come from the trading 
desks. He had helped invent derivatives. He knew what to do. 
Long-Term Capital Management had an equity, it is reported, of $4 
to $5 billion and they were carrying, using derivatives, the notional 
value was over $1 trillion. When they made the wrong bet, major 
margin calls were threatened. The Federal Reserve called in the 
firms downtown. They called in the banks and they put together 
money and they took over the operations of Long-Term Capital 
Management and we liquidated it in a way that the public was not 
hurt. 

When I continued to see the attitude of our individual investors, 
in late spring, I said, well, I had better go down to Washington and 
tell some people what I am seeing, because I had never seen this 
before. So I had lunch with Larry Lindsey. I had a telephone ap- 
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pointment with Secretary O’Neill and I spent time with Mr. Pitt 
and his deputies. I recommended three things. 

Under Sarbanes-Oxley, officers of corporations must certify the 
authenticity of the earnings reports. I recommend that we add a 
statement to those reports that these figures represent economic 
reality. That would eliminate the sham transactions. That would 
have eliminated the phony energy trades. No officer would sign a 
statement that the transactions that your Subcommittee is exam- 
ining represented economic reality. 

Enron was the leader in energy trading when it became deregu- 
lated. They used legal loopholes to create an illusion of activity. 
The trading practices of buying and selling on the same day, the 
same amount, at the same price, are illegal. They are considered 
to be wash sales in the listed markets. In the over-the-counter mar- 
kets, they were legal. Other formerly solid conservative utilities 
participated in these trades, which are still being unraveled. As a 
result, some of these utilities have had to reduce or suspend their 
dividends. Most of these stocks are owned by individuals who count 
on the dividends for their livelihood. 

In some cases, the price of some of these utility stocks have been 
cut in half very fast, literally overnight. 

Now, when companies issue debt, they have an indenture which 
spell out the terms that these bonds are being issued under. It is 
their covenants, for example, the ratio of interest coverage, the 
ratio of asset coverage, the rating of bonds by rating agencies. If 
these covenants are violated, they have debt triggers in there 
whereby certain things are triggered. They can force a company to 
repay the bonds immediately. It is very difficult for individuals or 
institutional investors to get the terms of these bonds. They would 
not have owned a lot of these securities had these terms been read- 
ily available. 

I recommend that the debt triggers and terms of indentures on 
bonds, as well as covenants or terms in the preferred stocks, be 
made available easily and be listed on the corporation’s website so 
that anyone who takes the effort, who wants to invest money, I do 
not care if it is 100 share of a Duke preferred stock or a Dominion 
preferred stock, can see the terms and see under what cir- 
cumstances their income might be stopped or they will lose their 
protection. 

Finance is now global. It is almost impossible for regulators to 
keep up with the fast-moving technology. The SEC and Federal 
and State regulators, bank regulators, together could identify these 
transactions if the information was furnished. Otherwise, it is very 
hard for them to get into this. The SEC could have identified it. 
The Federal bank and the State bank regulators could have identi- 
fied some of these transactions. It is difficult for U.S. regulators to 
act unilaterally. It will have the effect of driving the business off- 
shore, but will not stop the business. 

We know we are going to have global bank regulations. We have 
some now. We will have global accounting standards. I suggest that 
our country be the leader to establish global securities regulations, 
that we include derivatives and margin requirements and other 
things that are used to get around the purpose of the laws. 
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Certain laws and regulations have been passed which will stop 
the same practices from occurring again, but we must make sure 
that our focus is on the individual investor also, and that it is 
geared towards reinstating their faith in the system. 

Thank you for inviting me and allowing me to participate. 

Senator Levin. Thank you very much, Ms. Siebert, for your very 
thoughtful testimony. 

I don’t know how much of the testimony this morning you were 
here to hear. I know you had to take a train when you expected 
to fly, but I think you have had an opportunity to look at the trans- 
actions which we were discussing here this morning in the report 
of our staff. What is your reaction to those transactions that you 
read about in our report? 

Ms. Siebert. They were designed to deceive. They were designed 
to create the illusion of certain economic events. I do not see the 
economic reality for it. 

Senator Levin. I think your testimony probably answered this 
question, but I will ask it, in effect, again. Are these the types of 
transactions that we want our major banks not only participating 
in, but designing and selling to public companies and to other cli- 
ents? 

Ms. Siebert. No, they are not the kind of transactions, and I 
would also say that if they do participate in those kind of trans- 
actions, they should not have the benefit of FDIC insurance. 

Senator Levin. We are going to be hearing from our regulators 
in our next panel and we want to find out what is being done to 
stop this kind of deceptive practice, and I am wondering whether 
you would agree that our regulators need to not only take enforce- 
ment actions on a case-by-case basis to punish wrongdoers, but also 
to construct a regulatory deterrence program to deter future wrong- 
doing. 

Ms. Siebert. I believe they can do it. Our regulators are really 
a top quality group. The Federal Reserve and Federal bank regu- 
lators, the State bank regulators, the SEC, they have dedicated 
staff there. I mean, it is wonderful to see them. But I also believe 
that the information must be furnished them so they don’t have to 
go hunting for it. 

Senator Levin. And if that information is furnished for them, or 
to them, excuse me, would it be useful if they can design, as you 
put it in your testimony, acting together with the SEC and the 
bank regulators acting together to regulate the kind of transactions 
which we have heard about and talked about here at this Sub- 
committee. 

Ms. Siebert. I believe it is. For a long time, I have said that we 
need regulation by function, because investment banks are doing 
the job previously done by banks and banks are doing the job pre- 
viously done by investment firms. So they will have to work to- 
gether. Normally, I don’t like to see Uncle Sam and the regulators 
get too big, but it is probably the only way where we can effectively 
put our arms around this problem. 

Senator Levin. And in terms of the information that you say is 
so important for them to have so that they can act, would you feel 
it would be helpful if the SEC and the bank regulators conducted 
a comprehensive joint review of these structured finance products 
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which are being sold by or used by our financial institutions so that 
they could identify the ones that are designed to deceive? 

Ms. Siebert. Yes, I believe that would be very welcome and nec- 
essary. 

Senator Levin. Our thanks again. You are a frequent visitor to 
committees of the Congress, to be providing the kind of testimony 
which comes from your experience and we are very grateful for 
that testimony and for your experience, for what you bring to the 
world in which you spend a great deal of your time. 

Ms. Siebert. I believe in the system. It has been very good to 
a lot of us. 

Senator Levin. It has, and we are going to do everything we can 
to make sure that system is strengthened and that credibility in it 
is restored, and it is going to take, I believe, at least, a combination 
of the entities, the institutions, the financial folks acting on their 
own to clean house, but it also is going to take a stronger regu- 
latory arm, and we are going to talk to our regulators right now 
and see whether they are in agreement with that. Thank you 
again. 

Ms. Siebert. That is great. Thank you. 

Senator Levin. Let me now introduce our final panel of witnesses 
who represent one of the most important pieces to this puzzle and 
that is our regulators. We not only thank you for making it — I don’t 
think you came quite as far as our other witnesses, but you have 
waited longer. I hope that it was worthwhile to you in terms of the 
testimony that you heard here. It is a very complicated subject that 
you live with and we are dealing with and we have spent a lot of 
time attempting to understand it and our staff has spent a huge 
amount of their time putting together a staff report, which I think 
has been made available to you. 

We have at our witness table today Richard Spillenkothen, Direc- 
tor of the Division of Banking Supervision and Regulation at the 
Federal Reserve. I think Ms. Annette Nazareth is on her way. She 
is the Director of the Division of Market Regulation at the Securi- 
ties and Exchange Commission. And Douglas Roeder, Senior Dep- 
uty Comptroller for Large Bank Supervision at the Office of the 
Comptroller of the Currency. 

This is a very distinguished panel. We know that they are in- 
volved in a lot of things and had to sort out their schedule to make 
it possible to be here today. We look forward to hearing your views. 

As I have indicated, pursuant to Rule 6 of this Subcommittee, all 
witnesses who testify before us are required to be sworn, and at 
this time, then, I would ask you to stand and raise your right hand. 

Do you swear that the testimony that you will give before this 
Subcommittee today will be the truth, the whole truth, and nothing 
but the truth, so help you, God? 

Mr. Spillenkothen. I do. 

Mr. Roeder. I do. 

Senator Levin. I think, Mr. Spillenkothen, we are going to call 
on you first. 
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TESTIMONY OF RICHARD SPILLENKOTHEN , 1 DIRECTOR, DIVI- 
SION OF BANKING SUPERVISION AND REGULATION, T H E 

FEDERAL RESERVE, WASHINGTON, DC 

Mr. SPILLENKOTHEN. Thank you, Mr. Chairman, for the oppor- 
tunity to testify on the continuing efforts of the Federal Reserve 
Supervisors to address issues emanating from the excesses of the 
recent credit cycle, including large corporate defaults and account- 
ing irregularities. 

The focus of today’s hearing, on how complex structured financial 
products provided by banks and other financial institutions were 
used by their customers to obscure financial statements or to en- 
gage in questionable tax strategies, is timely. Events of the past 
year, such as the bankruptcy of Enron, have focused attention on 
the need for strong risk management, sound accounting, improved 
disclosures, and more active corporate governance oversight to 
avoid the kinds of losses that have been costly both in very real 
human and economic terms. 

The Federal Reserve has been reviewing bank participation in 
the types of structured financial activities that have raised signifi- 
cant legal and accounting questions and I will discuss the status 
of our efforts in a moment. I will also briefly discuss both our su- 
pervisory expectations for banks involved in transactions such as 
those that have been the focus of this Subcommittee, as well as 
how we are considering amending our procedures and refocusing 
our supervisory reviews. 

But first, I would like to say a word about the role of bank super- 
visors. The primary focus of the Federal Reserve’s supervision is 
ensuring an institution’s overall safety and soundness, as well as 
compliance with banking and consumer laws and regulations in a 
way that protects the Deposit Insurance Fund and the consumer 
while promoting stability of the financial system. As part of this 
risk-based approach to supervision, examiners focus primarily on 
areas posing the greatest risk to the institution, primarily credit 
risk, market liquidity, legal, and reputation. 

In carrying out our responsibilities, the Federal Reserve coordi- 
nates its supervisory activities with other Federal and State bank- 
ing and securities agencies, such as my colleagues here from the 
OCC and the SEC, other functional regulators, and the bank regu- 
latory agencies of other nations. If in the course of their review ex- 
aminers have reason to believe that a bank is engaging in question- 
able activities that might relate to a possible violation of securities 
laws, then supervisors would refer those matters to the SEC as the 
primary interpreter and enforcer of those laws. 

I would say for an example, recently, Federal Reserve super- 
visors identified transactions by a banking organization, not one 
the subject of these discussions, but by a banking organization that 
raised concerns regarding the bank’s accounting and public disclo- 
sure. In this case, we referred those potential securities law viola- 
tions to the SEC, and in coordination with the SEC and the bank’s 
primary regulator, took enforcement action and remedial action in 
a coordinated fashion. 


lr The prepared statement of Mr. Spillenkothen appears in the Appendix on page 117. 
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Now, some basic principles and expectations for banking organi- 
zations guide our work in examining complex financial trans- 
actions. First and most obviously, banks must obey the law. In par- 
ticular, they must have policies and procedures in place to ensure 
that they are in compliance with all applicable laws and regula- 
tions with regard to a particular activity or product. 

Second, banks should perform thorough due diligence on the 
transactions they are engaged in or involved in and check with ap- 
propriate legal, accounting, and tax authorities within their own 
organizations, as well as their outside experts when appropriate, 
and also provide appropriate and relevant information to their cus- 
tomers. However, banks ordinarily should not be held legally re- 
sponsible for the judgments and actions or malfeasance of their 
customers. Such an expectation would require, inappropriately, in 
my judgment, banking organizations to assume management re- 
sponsibility for their customers and also could place undue signifi- 
cant costs on banking organizations to audit the activities of their 
customers. However, banks must not participate in activities of 
their customers that the banks know to be illegal or improper, nor 
should banks engage in borderline transactions that are likely to 
result in significant reputational or operational risks to the banks. 

Third, the role of banks is to assume and manage all the attend- 
ant risks related to their activities as financial intermediaries. In 
light of recent events, banking organizations should be, and indeed 
are, reevaluating the risks related to both their traditional as well 
as their new products, recognizing that as financial markets and 
practices change, legal and reputational risks may manifest them- 
selves in new ways or in new magnitudes not previously recog- 
nized. 

As part of our supervisory review of complex structured trans- 
actions, we are assembling and evaluating the various findings and 
observations of our examiners, as well as the conclusions of other 
primary and functional regulators we work with, and identifying 
any necessary follow-up. While I am unable to discuss ongoing Fed- 
eral Reserve supervisory reviews, as you know, there are several 
transactions that are currently under investigation by the SEC and 
other enforcement agencies with whom we have strong working re- 
lationships and with whom we have conferred on these matters. 
We are continuing to collaborate with them and receive their views 
and conclusions on various matters on an ongoing basis. As our fact 
finding is completed and our conclusions are drawn, we will pro- 
vide institutions with feedback on any identified weaknesses, and 
if warranted, take appropriate supervisory corrective actions, in- 
cluding referrals to other authorities. 

More generally, in light of recent events, we have already modi- 
fied our examination plans for larger banking organizations to 
focus more fully on evaluating the largest customer relationships, 
that is, the large relationship with the customers that they have 
and also looking at the overall customer relationship, not just a 
transaction-by-transaction basis. These plans or examinations cover 
the specific areas of concern in the structured finance business and 
an evaluation of the steps banks are taking to manage the credit, 
legal, and reputational risks in response to events of the past year. 
We will also be looking at the new product review process and how 
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they manage the real and reputational risks in the new product re- 
view process. 

We have already begun the process of modifying our examination 
guidance and are considering additional supervisory guidance or 
regulatory changes, especially in the area of structured finance, 
and if we do this, we will obviously work with our colleagues from 
the other banking agencies and, as appropriate, the SEC. 

In this connection, we will also evaluate the range of reforms 
banking organizations are adopting, and once we are able to ob- 
serve their performance and practice, consider whether there are 
some sound practices that should be adopted more widely within 
the industry. 

In closing, the fallout from the recent round of excesses and large 
corporate defaults appears to be resulting in some positive steps by 
corporations, banks, and capital markets. Supervisors should play 
a positive leadership role and work to ensure that these corrective 
actions, that their ongoing supervisory activities reinforce these 
corrective steps and help them to endure over the longer term. If 
banking organizations, corporations, and supervisors are attentive 
to the lessons learned over the past year and adopt appropriate 
policies and controls, the risk of repeating similar excesses in the 
coming years should be substantially reduced. Thank you. 

Senator Levin. Thank you very much, Mr. Spillenkothen. Mr. 
Roeder. 

TESTIMONY OF DOUGLAS W. ROEDER , 1 SENIOR DEPUTY 

COMPTROLLER FOR LARGE BANK SUPERVISION, OFFICE OF 

THE COMPTROLLER OF THE CURRENCY, WASHINGTON, DC. 

Mr. Roeder. Thank you. Chairman Levin, thank you for inviting 
the OCC to participate in these important hearings. I am Douglas 
Roeder, Senior Deputy Comptroller for Large Bank Supervision. 

Let me begin by commending the Subcommittee for holding these 
hearings. Enron’s failure has been nothing short of a national trag- 
edy, especially for the thousands of Enron employees who lost their 
jobs and retirement savings. At its height, Enron was a multi-bil- 
lion-dollar corporation whose influence was wide ranging and far 
reaching. Inevitably, some of its business involved national banks 
which operate under OCC supervision. In my statement, I would 
like to focus on the steps that national banks and the OCC as their 
supervisor are taking to help prevent Enrons from occurring, future 
Enrons. 

The OCC is responsible for supervising over 2,000 banks, some 
of which are the largest in the world. Resident examiners working 
in these large banks use a risk-based approach to supervision, an 
approach that takes into account the various sources of risk to a 
bank. Because credit risk has traditionally posed the greatest 
threat to safety and soundness of banks, much of our supervisory 
attention has traditionally focused on credit issues. However, the 
Enron situation demonstrates just how significant other types of 
risk can be. As a result, we have asked ourselves how our current 
approach could be enhanced. 


lr The prepared statement of Mr. Roeder appears in the Appendix on page 123. 
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First, we intend to focus more intently on banks’ procedures for 
authorizing new products. Our examiners will evaluate the bank’s 
system to ensure that a comprehensive process exists for senior 
managers to review and approve new product offerings. Also, we 
believe it is important that the new product approval process is 
sufficiently robust to capture even seemingly small changes that 
could transform an existing product into one that poses an entirely 
different degree or type of risk. When in doubt as to whether a 
product requires vetting through the new product approval process, 
we encourage bank management to take a conservative approach 
and to apply the process to the proposed product or activity. 

Going forward, we will sample more extensively transactions 
going through the banks’ new product approval process. In par- 
ticular, we will check to see whether banks are complying with 
their own processes and whether proper review and authorization 
are received prior to engaging in complex structured transactions. 

In addition, we are in the midst of discussions with the other 
banking agencies to determine whether interagency guidelines 
should be revised to more specifically address board and senior 
management responsibilities for the approval and oversight of new 
products, such as complex structured products. 

Second, while banks’ board and senior management may place 
their stamp of approval on a new product, the bank must also care- 
fully consider the appropriateness of complex structured trans- 
actions from the standpoint of the bank’s client. This represents a 
shift in our approach into supervising such transactions. In the 
past, our focus has been on how well the bank assesses the sophis- 
tication of the customer and that customer’s ability to perform 
under the terms of the contract. We will now ask our examiners, 
in addition, to determine whether bank management understands 
the customer’s disclosure and accounting intent. 

While it is not realistic for banks to be held responsible for how 
customers account for transactions on their own financial state- 
ments, it is incumbent on bank management to carefully consider 
the potential impact of their actions on the bank and to decline to 
participate in transactions that do not meet the standards of integ- 
rity that the bank has established. 

Third, we plan to review large relationships, even if credit risk 
is low, and flag structured products during our credit work for po- 
tential further review. We think it is important that bank manage- 
ment establishes controls that encompass the bank’s total relation- 
ship with its large customers. Competitive pressures are a natural 
part of any business environment, but care must be taken to en- 
sure that line managers eager to retain or expand business with 
important customers don’t cross the line and jeopardize the trust 
and credibility that forms the foundation of a bank. 

It is encouraging to report that banks are studying and learning 
from the Enron experience, whether or not that experience was 
firsthand. Banks that offer complex structured transactions have 
come to realize that they stand to suffer great harm if they are im- 
plicated in questionable activities conducted by their customers. As 
a result, banks have taken steps to improve their internal controls 
of complex structured transactions and special purpose entities. 
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Some banks have made changes to management, establishing 
new oversight committees, developing new policies and procedures, 
tightening controls, upgrading internal reporting to management 
and the board, and improving the quality and quantity of disclo- 
sures. Banks have also strengthened their review and approval 
processes for complex structured transactions. This includes ex- 
panding the definition of products to be approved and enhancing 
the approval process to provide for a broader range of senior-level 
management review. Also, banks are putting a greater focus on as- 
sessing customer motivation and appropriateness, including secur- 
ing representations from customers regarding disclosures and ac- 
counting treatment. 

We believe that these are all positive steps toward strengthening 
internal processes. We are currently evaluating the responses of 
national banks and will assess these reforms as they are imple- 
mented. 

I also want to highlight another important facet of the super- 
visory process. That is the interaction among the Federal regu- 
latory agencies. The ability to make and receive referrals ensures 
that the agency with the appropriate authority and expertise is in- 
volved. We are coordinating our reviews of national banks’ previous 
involvement with Enron with the Federal Reserve and the SEC. 
Because this is an open matter, I am unable to comment institution 
specific details that pertain to the current reviews underway. 

Thank you once again for inviting OCC to testify at this impor- 
tant hearing. 

Senator Levin. Thank you very much, Mr. Roeder. 

Let me welcome Ms. Nazareth. We know that you were late, tied 
up somewhere, but we are going to need now to swear you in as 
we do all of our witnesses, so I would ask you to stand and raise 
your right hand. 

Do you solemnly swear that the testimony that you will give be- 
fore this Subcommittee will be the truth, the whole truth, and 
nothing but the truth, so help you, God? 

Ms. Nazareth. I do. 

Senator Levin. Thank you. Ms. Nazareth, thank you. 

TESTIMONY OF ANNETTE NAZARETH , 1 DIRECTOR, DIVISION 

OF MARKET REGULATION, U.S. SECURITIES AND EXCHANGE 

COMMISSION, WASHINGTON, DC 

Ms. Nazareth. Thank you, and I apologize for being late, Mr. 
Chairman. My name is Annette Nazareth and I am the Director of 
the Division of Market Regulation at the Securities and Exchange 
Commission. I would like to submit my written testimony for the 
record and briefly summarize, if I may. 

Senator Levin. Thank you, and it will be made part of the 
record. 

Ms. Nazareth. Thank you. I will take just a few minutes to 
highlight a couple of key points. First, the SEC has significant pow- 
ers to investigate possible violations of the Federal securities laws 
and to enforce those laws through civil and administrative actions. 
The Commission to date has charged two former Enron officers 


lr rhe prepared statement of Ms. Nazareth appears int he Appendix on page 134. 
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with fraud based on their participation in transactions designed to 
mislead investors about Enron’s financial results. The Commis- 
sion’s investigation is ongoing and the Commission’s Division of 
Enforcement continues to work diligently and vigorously with the 
Justice Department’s Enron Task Force to ensure that all those re- 
sponsible answer for their misdeeds. 

While I cannot speak publicly regarding the specifics of any on- 
going investigation, several aspects of the Commission’s general en- 
forcement authority are particularly relevant to the issues of disclo- 
sure and transparency that are at the root of the problems you are 
examining today. 

The Commission has clear authority to proceed against public 
companies that file false information as part of their financial 
statements. Such conduct is potentially subject to various provi- 
sions of the Federal securities laws, including the requirement that 
companies’ filings with the SEC be materially complete and accu- 
rate and the SEC’s general anti-fraud authority. 

The Commission brings numerous actions, 163 this past fiscal 
year, based on false and fraudulent financial reporting and disclo- 
sures. Among these was an action the Commission recently brought 
against a public company for, among other things, using an undis- 
closed off-balance-sheet special purpose entity to dramatically over- 
state the company’s cash flow from operations. Cases like this 
make clear that public companies using off-balance-sheet special 
purpose entities must ensure not only that their accounting treat- 
ment compiles with Generally Accepted Accounting Principles, 
known as GAAP, but also that they have accurately portrayed the 
economic realities of the transaction. 

The Commission also has explicit statutory authority not only to 
proceed against primary violators of the Federal securities laws, 
but also against aiders and abetters of those violations. The Com- 
mission aggressively employs this authority. In addition, the Com- 
mission may order any person who is or was a cause of a violation 
of any provision of the Exchange Act due to an act or omission the 
person knew or should have known would contribute to the viola- 
tion, to cease and desist from causing such violations. 

Aggressive enforcement not only punishes wrongdoers, but also 
helps deter future illegal behavior, and in fulfilling this mission, 
the Commission cooperates with the Federal bank regulators, 
among others. The SEC obtains evidence of possible violations of 
the securities laws from many sources, including from other regu- 
latory authorities, such as the Federal bank regulators. In addition, 
when appropriate, the Commission coordinates its investigations 
with Federal banking regulators, which can result in coordinated 
regulatory settlements. 

For example, in a recent case, the SEC took action with respect 
to accounting improprieties of the PNC Financial Services Group, 
Inc., a bank holding company. The Commission’s order found, 
among other things, that PNC materially overstated its earnings 
by failing to consolidate into its financial statements three special 
purpose entities to which it transferred approximately $762 million 
of volatile, troubled, or under-performing loans and venture capital 
assets. Based in part on this conduct, the Commission found that 
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PNC had violated the anti-fraud record keeping and reporting pro- 
visions of the securities laws. 

At the same time the Commission’s order was issued, the Federal 
Reserve announced that PNC had entered into a written agreement 
to address bank supervisory matters. The Commission acknowl- 
edged the substantial cooperation provided by the board in this 
matter. 

The Commission has long recognized the need to consult and co- 
ordinate with the Federal banking agencies on matters involving fi- 
nancial institutions that are public companies. For example, the 
chief accountants of the Commission and the Federal Deposit In- 
surance Corporation, the Federal Reserve Board, the Office of the 
Comptroller of the Currency, and the Office of Thrift Supervision 
meet periodically to discuss matters of mutual interest. Similarly, 
key decision makers meet regularly to implement supervisory pro- 
grams, work on international agreements, and guard against 
money laundering. 

While our enforcement activities are ongoing, there are numer- 
ous other efforts underway at the Commission to improve the qual- 
ity of reported financial information, the reliability of that informa- 
tion, and the timeliness of that information. The fall of Enron, 
along with other corporate scandals, has crystallized the impor- 
tance of efforts to strengthen the accountability of public company 
officers as well as other so-called gatekeepers of our financial mar- 
kets, the lawyers, the accountants, the auditors who work with 
public companies as part of the financial reporting process. Enact- 
ment of the Sarbanes-Oxley law also will help ensure that regula- 
tion with regard to these parties is stronger. 

Some of these regulations are already final. For example, as of 
August of this year, the CEOs and CFOs are now required to cer- 
tify the financial and other information in issuers’ quarterly and 
annual reports. Other rules to implement the Act are proposed and 
are on track to be finalized in January. For example, in November, 
the Commission proposed rules regarding standards of professional 
conduct for attorneys, and in October, the Commission proposed 
rules that would significantly tighten the requirements for compa- 
nies to disclose non-GAAP financial measures and for corporate 
management to disclose material off-balance-sheet arrangements. 
Individually and in their totality, these rules should have a signifi- 
cant effect on the quality and reliability of financial reporting and, 
thus, should serve to enhance investor confidence. 

At the same time that we are working to strengthen our own 
rules and regulations, we are also diligently exercising our over- 
sight role through our Office of Chief Accountant to make sure that 
the private sector’s standard-setting bodies, including the FASB 
and the AICPA, are making improvements in their auditing and 
accounting standards. You will find the details of these improve- 
ments outlined in my written testimony. 

To conclude, Mr. Chairman, there is no question that as we con- 
tinue to unravel the improprieties of the Enron scandal and others, 
we will take away many more important lessons, and in response 
to these lessons, we will continue to refine our internal procedures, 
cooperate with other regulatory bodies, and hone our rules and reg- 
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ulations so that Enron-type disasters are less likely to occur in the 
future. Thank you. 

Senator Levin. Thank you, Ms. Nazareth. 

We have seen in a number of transactions financial institutions 
participating, aiding and abetting, contributing to deceptive pre- 
pays which were constructed to look like energy trades instead of 
debt, deceptive asset sales that are backed by secret guarantees, 
ensuring that the buyer will get its money back when the asset is 
sold a second time, deceptive joint ventures that are formed to 
move assets off balance sheets but ensure that the second investor 
never has any funds at risk, and deceptive tax products that in- 
clude fake business transactions. 

I know that each of you, because you are leaders in your field, 
are troubled by those kinds of deceptive transactions and, indeed, 
spend your professional life in trying to see if we can’t remove de- 
ceptive transactions or deceptive accounting from our financial 
world. 

It seems to me what we are facing is the following, that we have 
both our banking regulators and our SEC doing case-by-case en- 
forcement, that when it comes to banks, we have a gap. We have 
a gap because, on the one hand, the SEC does not generally regu- 
late banks, and we, on the other hand, don’t have our banking reg- 
ulators that do the work relative to banks that the SEC would do 
if it did regulate banks. 

I know you all work together, and that is really essential, that 
you do work together if we are going to overcome and to end some 
of the deceptive practices that we have both heard about and we 
have written about, our investigation has uncovered, and so forth, 
and I am not going to ask you to comment on any specific practice 
of any specific institution for obvious reasons. 

Is it possible that you could, working together, end that, or fill 
that gap in our regulatory regime, in the oversight that you carry 
out, because the SEC doesn’t generally regulate banks and the 
bank regulators don’t generally regulate accounting practices or en- 
sure accounting financial statements, we have got that gap. Unless 
we have our regulators working together, we are not going to be 
able to deter. We may be able to, on a case-by-case basis, get to 
a problem in terms of punishment after the fact, but in terms of 
examining the books of financial institutions, we are not going to 
be able to do the deterrent work which is usually available in most 
regulatory bodies. We need a deterrence program. 

I would like you to react to the following approach. First, that 
the SEC issue a clear policy statement, that the SEC would take 
enforcement action against financial institutions which aid or abet 
a client’s dishonest accounting, or, of course, if they participate in 
a deceptive structured transaction. We know the SEC has the au- 
thority to go after aiders and abetters, but what I am suggesting 
here is not just a case-by-case going after an aider or abetter, but 
issuing a clear policy statement that the SEC would take enforce- 
ment action against financial institutions if they aid or abet a cli- 
ent’s dishonest accounting or participate in a deceptive structured 
transaction. Now, that would be the SEC side of the two-step ac- 
tion which I am suggesting. 



79 


The second step would be by the bank regulators, here, informing 
the banks that violation of that SEC policy which I have just de- 
scribed would constitute an unsafe and unsound practice. That 
would enable bank examiners to take appropriate action during 
regular bank examinations. 

If the SEC issues a clear policy statement relative to aiding and 
abetting by the financial institutions and if then the banking regu- 
lators as part of their regular bank examination let the financial 
institutions understand that a violation of that SEC policy, in turn, 
would constitute an unsound and unsafe practice, we then will 
have addressed this gap which exists, which I think most people 
would agree should somehow or other be filled. 

So I am wondering whether or not I could get a reaction from 
our three witnesses today to that, and if that is something which 
needs to be looked at, fine. If there is a different approach where 
you can join together to fill this regulatory gap, then we would wel- 
come your comments on it. Let me take you in the same order that 
I called on you before. Mr. Spillenkothen. 

Mr. Spillenkothen. Mr. Chairman, I think if the SEC had a re- 
quirement that said a certain activity was a violation of securities 
laws or a violation of the law or securities regulation, then I think 
it would be the responsibility of bank regulators, if they found a 
situation that was a violation of an SEC rule, to take action, to 
deal with that, take enforcement action or refer to the SEC. 

So I would, again, without having had a chance to work this 
through entirely — I am not a lawyer — but if an activity is clearly 
stated, if an activity is a violation of a securities law or regulation 
that the SEC has established or that is established, then I would 
think banking regulators would have no difficulty in taking steps 
when they found a violation. Obviously, you still have to make a 
judgment as to whether the organization is violating the law. But 
if the clear established rule is that a certain activity is a violation 
of the law, then the bank regulators would take an action it would 
be unsafe and unsound to violate securities law. 

Senator Levin. This would be part of their bank examination, or 
it could be part of their routine, regular bank examination? 

Mr. Spillenkothen. If we found a violation of a securities law, 
we should take action or refer to the SEC in the course of our ongo- 
ing supervisory process, yes. 

Senator Levin. You say law. My reference and my question was 
to either a law, regulation, or a policy clearly stated by the SEC 
as to what action they would take if they found certain activities. 
So I tried to identify the word “policy.” Now, it can’t just be general 
and it can’t just be oral. It would have to be a clearly stated en- 
forcement policy of the SEC, obviously, but would that do it or does 
it have to be a regulation? 

Mr. Spillenkothen. I am not a lawyer, sir. 

Senator Levin. OK. If you could just take that back to your law- 
yers, I know they are waiting for work and will welcome the ques- 
tion. [Laughter.] 

Senator Levin. Mr. Roeder. 

Mr. Roeder. If the SEC issued a policy statement as you indi- 
cated, I think from our standpoint, a bank that would violate that 
statement, we would consider that an unsafe and unsound practice, 
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because as Mr. Spillenkothen indicated, we expect banks to obey 
and comply with law. 

If we, in our examination process, detected noncompliance with 
that statement, in addition to referring that matter to our col- 
leagues at the SEC, our own current enforcement authorities allow 
us to initiate action against an institution ourselves for unsafe and 
unsound practices. So I think what you propose is workable. 

Senator Levin. Thank you. Ms. Nazareth. 

Ms. Nazareth. I think to a large extent, what the Commission 
does is consistent with the spirit of, I think, what you are looking 
to achieve. Our enforcement actions are all settled pursuant to SEC 
orders that are very highly negotiated and contain, I think, very 
clear articulations of what is the Commission’s position with re- 
spect to the activity, and as you know, we have a — one reason why 
people find it particularly painful to have had an enforcement ac- 
tion with the SEC is that we really name and shame. We are quite 
public in these actions in terms of making public what the activity 
was and what the Commission’s articulation of the issue was. 

In the cases that you are discussing, those cases would be 
brought under our general anti-fraud authority. I think that, in 
general, our position is that we want it very clear — in other words, 
we would want to make it very clear to people, as we have in some 
of our recent aider and abetter cases, that there is aiding and abet- 
ting liability for this type of activity. You can see the specific exam- 
ples in those cases as to what resulted in aider and abetter liabil- 
ity. 

But we, frankly, by not putting out a specific policy statement, 
we don’t limit the context or the fact patterns in which we could 
find that activity to be violative, which I think is important. We are 
careful not to find ourselves in a position, I think, where ultimately 
someone could say, well, what I did was technically around the 
edges of your policy statement. Rather, I think we leave ourselves 
sufficient room so that regardless of how imaginative some of these 
schemes can become, that we will be on all fours in being able to 
bring a case against the parties. 

But again, that having been said, I think the language is quite 
clear in these enforcement orders and would provide sufficient 
guidance to other regulators to ascertain what we had found to be 
a legal activity, and I suspect as a result of all of this, all of us 
at this table and other regulators, as well, will be thinking through 
our own, as we have testified, our own examination procedures in 
terms of the kinds of activities that we will be looking for, the 
kinds of internal procedures that we will expect these entities to 
have in order to ensure that they are not engaging in these types 
of activities. 

Senator Levin. Would you take up with the SEC the suggestion 
that you adopt a policy statement relative to types of special pur- 
pose entities or structured transactions which you would consider 
to be improper? The advantage of that, obviously, is the one that 
I set out, that then the banking regulators would have not just the 
case-by-case results from your shop, but would have a policy state- 
ment which could appear prospectively. They wouldn’t have to just 
interpret from a case or a finding in a specific case from a different 
agency, but they would have a policy statement of that agency. 



81 


I think if you would be willing to take that back, that idea back, 
it also could contain within it a statement that your enforcement 
actions are not limited to those particular examples of practices 
which you would feel to be deceptive or not reflective of good ac- 
counting practices. You could make that clear that those are simply 
examples and don’t represent the total universe of what your en- 
forcement actions might be. 

But if you could at least consider taking that kind of action, it 
would, I believe, be an important step to filling what is a real gap, 
and that is the gap which I have identified, which is that SEC gen- 
erally doesn’t regulate banks and that banking examiners generally 
don’t do — generally don’t look for the kind of things that you look 
at in public corporations in terms of their financial statements. So 
would you be willing to do that? 

Ms. Nazareth. Yes, of course, I will take that back. 

Senator Levin. Let me turn now to Senator Bennett for a time. 

Senator Bennett. Thank you, Mr. Chairman. I apologize to the 
members of the other panels that I missed. I had a longstanding 
lunch engagement that I felt I had to keep, but you are still going 
forward, so I appreciate the opportunity to be back here. 

One of the things that has come out of all this is a recognition 
that contrary to general impressions, accounting is not an exact 
science. Indeed, accounting can be quite philosophical. 

My brother, who taught philosophy at the University of Utah, de- 
scribed getting acquainted with the new head of the accounting de- 
partment at the University of Utah and the two of them would go 
to lunch together and discuss the philosophy of accounting, and in- 
terestingly enough, this fellow, whose name I do not know, was ul- 
timately asked to leave the University of Utah because his philos- 
ophy of accounting was sufficiently upsetting to other members of 
the faculty, that even though his recruiting had been considered a 
great coup by the university at one time because he had something 
of an international reputation, it didn’t mesh culturally with the 
other members of the faculty and he was ultimately asked to teach 
someplace else. 

I think the average person on the street thinks of accounting in 
the same terms as he does balancing his own checkbook or filling 
out his tax return and doesn’t realize that there are all kinds of 
different ways that you can account for economic activity and all 
kinds of justifications that can be raised and defended for these dif- 
ferent approaches. 

So the challenge that you face as regulators is not just one to 
make sure that the checkbook balances and all the numbers add 
up, but that the philosophy, if I can use that term, that is being 
applied will, in fact, be the clearest statement of what things really 
are. 

In the Banking Committee, we have had long and sometimes ac- 
rimonious debates about accounting in mergers and acquisitions, of 
whether you do it on a pooling basis or a purchase basis, and those 
that favor pooling insist that philosophy of accounting is respon- 
sible for the boom of the 1990’s, and those that favor the purchase 
basis insist that pooling is a shell game that is hiding real value. 

The question that the Chairman of the Banking Committee, Sen- 
ator Graham, raised, was is there really a depreciation of the value 
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of some of the intangible assets? For example, does the reputation 
of Coca-Cola really go down to nothing over a 40-year period? Does 
the value of the Coca-Cola formula depreciate over time that can 
show up as a number on the income statement or in the balance 
sheet? And we debated that with all of the fervor of medieval 
theologians discussing how many angels can dance on the head of 
a pin. 

I would like your reaction to the following that has come to me 
as I have listened through all of this and contemplated the true 
disaster that Enron represents. It was a disaster for its employees 
and a disaster for its shareholders, but as I have reviewed the tes- 
timony of Muriel Siebert, it was also a disaster for the system as 
a whole and shook investor confidence in the entire American sys- 
tem in a way that we are still living with. 

You can manage earnings. That is a phrase that has come out 
of the whole Enron experience, that executives are managing earn- 
ings so that they will meet the numbers that the analysts have pro- 
jected. I have been the CEO of a company and I know how, very 
rudimentarily, how to do some things to produce that result, how 
to put a particular loss in this quarter as opposed to next quarter, 
how to set up reserves that are perfectly legitimate, but you set 
them up in such a way as to manage how much money shows up 
on the bottom line. You can’t manage cash flow. The cash is either 
in the bank or it is not. You can’t fudge that one. 

As we are debating what to do about the economy in the next 
year, one of the proposals that is on the table has to do with the 
deductibility or tax treatment of dividends, and it has occurred to 
me that if we were to make dividends tax deductible or tax free to 
the individual investor who receives them, the investor would, 
therefore, have an incentive — economics is all about incentives — 
have an incentive to purchase a stock whose return could rival that 
of municipal bonds. 

Management would have a very difficult time managing the divi- 
dend flow, managing the cash flow that would make it possible to 
pay dividends. It would be much more difficult to try to manipulate 
market perceptions of your company if you had to come up with the 
cash every quarter to maintain your dividend payment in order to 
maintain your stock price, and that would change the incentive on 
the part of the CEO very dramatically. 

Instead of going into his CFO and saying, “Find me an offshore 
special purpose entity that I can play with and pretend I have cre- 
ated earnings,” the CEO would go to his operational leaders and 
say, “Find me a place where I can get a little more cash so I can 
meet my dividend so that my stock price won’t be hurt if the divi- 
dend is cut.” 

In today’s market, it is considered a sign of weakness if a com- 
pany pays dividends. I remember speaking to a CEO of a company 
that was awash in cash and saying to him, why don’t you pay some 
dividends, and he said, “If we paid dividends, it would be an admis- 
sion that we were not in a position to earn more money for our in- 
vestors’ dollars within the company than they could earn with 
after-tax dollars investing it themselves, and we don’t want to 
admit that we are not good enough managers to do better with 
their dollars keeping them here as pre-tax dollars than we would 
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be if we gave them the money and then they had to pay taxes on 
it and then they could get a still better rate of return.” 

Now, I know this is economic policy. I know this is part of the 
tax debate. But thinking of it in terms of a corporate governance 
issue as opposed to a tax issue, do you see any change in corporate 
behavior if dividends were tax-free to the recipients and, therefore, 
corporations had a strong incentive in terms of the impact on their 
stock price to accumulate enough cash, not phony accounting activi- 
ties, cash, to be able to pay out dividends? 

I would appreciate any reaction you might have. This is a little 
bit afield from what we have been talking about, but it is very cur- 
rent in what we will be talking about in January and it has come 
to my mind as I have tried to think my way through Enron and 
what could have been done to prevent it. If the Enron executives 
had had an incentive to meet genuine cash responsibilities, they 
would probably not have engaged in some of the very high-risk ac- 
tivities that they did engage in. I would like your reaction. 

I have caused all three of you to look at each other and smile. 
I won’t interpret that as being, this Senator is completely out of his 
mind, but a more benign interpretation, but whoever might want 
to take it. 

Mr. Spillenkothen. Well, Senator, you are right, this question 
is beyond my bailiwick as a mere bank supervisor, so I don’t have 
a good insight there. I think your point about accounting being not 
science certainly is a true one and I think that — but we would 
argue as a bank supervisor that banking organizations and private 
sector firms still have an obligation to get the accounting right. 

Senator Bennett. There is no question about that. 

Mr. Spillenkothen [continuing]. An obligation to get it right, 
and speaking as a bank supervisor, I am very strongly supportive 
of efforts by the Financial Accounting Standards Board, by the 
Congress in establishing reforms. We think the progress on getting 
the Auditor Oversight Board set up and getting that process work- 
ing to provide more discipline to the accounting profession are all 
very good things and they are very critical for bank supervision. 

So I don’t have an opinion on your original point, but getting the 
accounting right, bringing discipline to the accounting profession, 
bringing to bear some of the reforms that this Congress has estab- 
lished, the oversight board for accountants, the Auditor Oversight 
Board, the reforms that the FASB is trying to do, the steps that 
the SEC has been taking to improve disclosure and accounting are 
very critical to our role as bank supervisors. 

Ms. Nazareth. I feel like it is a trick law school question. 

Senator Bennett. Not at all. I am unburdened with a legal 
education 

Ms. Nazareth. Excellent. 

Senator Bennett [continuing]. So you can go in any direction 
you want. 

Ms. Nazareth. Well, I can assure you, a legal education doesn’t 
necessarily bring you to the right answer. 

It is not clear to me as a lawyer and as a securities regulator 
what the consequences of that would be from a corporate govern- 
ance perspective. I really haven’t had time to think it through. 
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I think what it is fair to say, though, is that I think we do need 
to continue to think creatively about ways that we can appro- 
priately incent companies, incent boards of directors, to act in the 
best interests of shareholders, in the best interests of their corpora- 
tions and their businesses, and to account for their activities in ap- 
propriate ways. And so, certainly, that is a creative idea that we 
could consider, as well as others, to get to that desired goal. 

Senator Bennett. As I say, economics is about incentives, and as 
I have gone through the Enron disaster, I realize there was a 
strong incentive in terms of the stock price to, again the phrase I 
mentioned this morning, be aggressive in reporting earnings, a 
strong incentive in terms of the stock price to find every possible 
way within the law, if you were determined to abide by the law, 
or outside the law if you were of that mind, to account for earnings 
in a way that would inflate them and hope that somehow the real 
business would catch up with that later on and you wouldn’t get 
trapped. 

But I am old enough to have come from the school that says you 
manage the business properly and the earnings take care of them- 
selves, and ultimately, they take care of themselves in the terms 
of money in the till. If you could share that money with your inves- 
tors without their having to pay the double taxation on it, that be- 
comes an incentive to move in the other direction. I won’t berate 
that hobby horse any further. We will have debate about that. 

Mr. Chairman, I appreciate your indulgence. I noticed going 
through Mr. Spillenkothen’s statement, his statement more clearly 
than I made it this morning on an issue that came out of this 
morning’s comment, where he says banks should not be held le- 
gally responsible for the judgments, actions, or malfeasance of their 
customers, nor should they be required to second guess their cus- 
tomers’ accountants, tax, or legal experts, or police their customers’ 
activities. Such an expectation would require, inappropriately, 
banking organizations to assume management responsibility for 
their customers and place potential legal liability on banking orga- 
nizations that would compromise their ability to perform their role 
as financial intermediaries or threaten their safety and soundness, 
and that is the point I was trying to make this morning, sir, and 
you have made it more eloquently. 

But you say in the next paragraph, as we all agree, that banks 
must not participate in activities of their customers that the banks 
know to be illegal or improper, and that is the area that the Chair- 
man is looking into, very appropriately. 

Thank you very much for your testimony. 

Senator Levin. Thank you very much, Senator Bennett. 

We have all encountered some of the deceptive accounting prac- 
tices since Enron in various forms and guises. In one instance that 
we discussed today, three senior officials of the investment bank 
told the head of the investment bank not to go forward with a 
transaction. They used words like it would put the reputation of 
the franchise at risk, but nonetheless, they proceeded because 
Enron had pressured the bank to go forward. 

So you have got client pressure, you have got competition pres- 
sure, and in the last few years, banks have begun competing for 
business on the basis of who can sell the product that makes the 



85 


client’s financial statement look the best, and that is the race to 
the bottom. So our banks and our security firms need accurate fi- 
nancial statements, but too often, instead of promoting honest ac- 
counting, they have been sold and are selling products that produce 
dishonest accounting. 

I just really need a good, clear statement from our regulators, 
because you are at the top of your professions, that this is unac- 
ceptable, that our financial institutions have got to stop facilitating 
accounting deceptions, they have got to stop helping clients manip- 
ulate their financial statements. I would ask you for a clear state- 
ment of that without commenting on any specific case. 

Mr. Spillenkothen. Mr. Chairman, I think in my statement I 
indicated that we do not think banks should engage in borderline 
transactions because they can pose operational and legal risks to 
the bank and they can also expose the bank to risks and ultimately 
risk to the depositors and the insurance funds. So we do not believe 
banks should engage in borderline transactions. 

Ms. Nazareth. I concur with that statement, as well. 

Mr. Roeder. And I take no disagreement with that. 

Senator Levin. Now, when it comes to the area of structured fi- 
nance operations at banks and security firms, the question is how 
do you separate the legitimate from the illegitimate. There are ob- 
viously some legitimate purposes, as we have all indicated, for 
structured finance operations, but there are some clearly illegit- 
imate uses to which they have been put, where there is no business 
purpose, where all they have been used for is to try to turn a loan 
into income or to try to pretend that there was an asset sale when 
there wasn’t, there was a loan, where you have this kind of decep- 
tive structure which is created. 

We have got to, if we are going to restore confidence in these fi- 
nancial statements, we have got to be able to identify, describe 
what separates the wheat from the chaff when it comes to these 
structured finance operations. Would you be willing to conduct, or 
take back to your agencies the suggestion that there be a joint re- 
view of structured finance operations at banks and security firms 
in order to identify the ones which are promoting deceptive ac- 
counting and to distinguish them from the legitimate uses of these 
structured finance operations? Would you be willing to take that 
suggestion back about such a joint review? Let me start with you, 
Mr. Roeder. 

Mr. Roeder. I think we have to absolutely work together, and, 
of course, do so around the ongoing matters under review or inves- 
tigation within our agencies. 

One of the difficult things, as you mention, is separating good 
from bad, especially considering the large number of transactions 
that these banks conduct. Fortunately, the transactions that we 
have talked about today are, we believe, limited in banks. 

In addition, the life of some of these transactions is very short, 
so the scope and how you might go about conducting that review 
would clearly be something we would have to spend time talking 
about. We are all faced with limited resources, so I think you have 
to bear down on those things that are very complex and assess the 
reforms that the banks have adopted and try to determine how you 
could extract best practices in hopes that would lead us to maybe 
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a better differentiation between what is appropriate and not appro- 
priate. But I think a coordinated review, as long as it doesn’t 
interfer with our current reviews, is sensible. 

Senator Levin. Ms. Nazareth. 

Ms. Nazareth. I think that there are a number of lessons that 
we are going to — that will ultimately emerge from this period and 
I think it would be incumbent on all the regulators to look back 
on this after we have completed all these enforcement investiga- 
tions and see what the lessons learned are. 

Certainly, I think we will be much more knowledgeable about the 
types of transactions that were problematic. I think we could share 
information on that, and perhaps with assistance from the various 
auditing and accounting groups who assist us in these efforts, per- 
haps we could try to give some guidance for terms of what we saw 
that was problematic. 

Senator Levin. Thank you. Mr. Spillenkothen. 

Mr. Spillenkothen. Thank you, Mr. Chairman. As I said, the 
Federal Reserve is actually reviewing a handful of organizations 
that are engaging in these transactions, so we are involved now in 
a review of these transactions. We are consulting with our col- 
leagues at the OCC and the SEC in this process, so we will con- 
tinue that. 

As I indicated, we will, after this process is finished and we have 
had a chance to assess our results, consider the need for additional 
supervisory guidance to our examiners or to the industry. We will 
consider the need for additional sound practice guidance in some 
of these procedures that the banks are putting in place. I think the 
banking organizations themselves have recognized, as they have in- 
dicated to you, that they need to revise their internal controls and 
vetting processes. 

So we are engaged in a review and we will consider, after that 
review is done, whether we need to provide additional supervisory 
guidance or sound practice guidance in this area. 

Senator Levin. What is the time table for that review? 

Mr. Spillenkothen. Hopefully in the next weeks and months. I 
don’t know exactly. We have got a lot of people doing a lot of 
things, but we are attempting to get this done. 

Senator Levin. Do you expect perhaps in a few months, it would 
be done? 

Mr. Spillenkothen. I would hope so. 

Senator Levin. Do you think it is likely that you will be issuing 
some guidance which we could, or you could label as being guid- 
ance that was contributed to by the other regulatory agencies? 

Mr. Spillenkothen. Well, we would certainly coordinate with 
the other agencies. We also need time to make our own assess- 
ments, and I think I should also point out that whatever we do, 
we would have to go to our oversight board and make an evalua- 
tion of all this. But we certainly would do this in coordination with 
the other regulators. 

Senator Levin. One of the recommendations we will be making 
in our report is that there be that kind of a joint review so that 
we can have that kind of guidance come from not just the Fed, but 
from all of our regulatory agencies working together. It would be, 
I think, a very important step in what we are trying to accomplish. 
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Some time ago, if you could take a look, Mr. Spillenkothen, at 
the exhibits — let me see if I can find the number here — Exhibit 
370. 1 I think we shared this with the folks at the Fed some time 
ago. This was an e-mail back in 1999 that is dated March 5, 1999, 
and it is entitled, “Disguised Loans.” It says that we are making 
disguised loans, usually buried in commodities or equities deriva- 
tives, and I am sure in other areas. With few exceptions, they are 
understood to be disguised loans and approved as such, but I am 
queasy about the process. 

And then the employee of Chase listed a number of concerns, and 
one of which he said was he worried about loans that escape rou- 
tine transparencies. The loan is buried in the trading books, and 
when we say we have X loans to Country Y, it is not included. And 
then he says further down, as a policy matter, I think we need a 
small task force to not eliminate disguised loans, but to make sure 
they are done right. 

I am wondering if your staff at the Fed has talked to you about 
it, are you aware of it, and whether anyone has talked to Chase 
about that. 

Mr. Spillenkothen. Mr. Chairman, I 

Senator Levin. It does address a safety and soundness problem. 
When a bank evaluates risk, how much of its money is tied up in 
a particular country or company or currency, how does it take into 
account all the loans disguised as energy trades or derivatives or 
asset sales and so forth? How do you do a risk analysis when you 
are missing important transactions? Are you familiar with this 
particular 

Mr. Spillenkothen. Not in detail. I think because we are re- 
viewing these transactions, I really can’t discuss specific questions. 

Senator Levin. All right, fair enough. 

Mr. Roeder, your office at the OCC oversees about 2,000 national 
banks, and you stated in your prepared testimony that complex 
structured transactions such as those entered into by Enron are 
generally offered at only a small number of large banking compa- 
nies. About how many banks are we talking about? 

Mr. Roeder. Our review would indicate fewer than ten. 

Senator Levin. So that the banks that would require extra scru- 
tiny on structured finance would be a small population? 

Mr. Roeder. There are a number of institutions that offer very 
standard structured finance products and services. The most com- 
plex products tend to be concentrated in fewer than ten institu- 
tions. So, yes, it is not something that we have found to date to 
be widespread. 

Senator Levin. Therefore, I presume that makes the regulatory 
burden a little narrower in terms of the targets? 

Mr. Roeder. It helps, yes. 

Senator Levin. One last document. 2 This was a Chase document, 
too, in which it was back in 1998 selling or pitching prepays and 
used the term “balance sheet-friendly.” I take it you would all 
agree that our balance sheets should be accurate, neither friendly 


1 Exhibit No. 370 appears in the Appendix on page 701. 

2 Exhibit No. 369 appears in the Appendix on page 687. 



88 


nor unfriendly, but accurate. Would that be a fair statement, Mr. 
Spillenkothen? 

Mr. Spillenkothen. That is a fair statement. 

Senator Levin. Ms. Nazareth. 

Ms. Nazareth. Yes. 

Senator Levin. And Mr. Roeder. 

Mr. Roeder. Absolutely. 

Senator Levin. OK. Let me close by thanking you all. It has been 
a long day, but we have learned a lot. A lot of practices which we 
believe are deceptive have been analyzed. Some of our leading fi- 
nancial institutions, in our judgment, helped Enron cook the books, 
and the safety and the soundness and the vitality of our financial 
system depends on honest accounting and accurate financial re- 
porting. So we need these banks that are the guardians and pro- 
moters of honest accounting to be that and not willing accomplices 
in accounting deceptions. 

We have heard testimony today which is extremely troubling 
about the extent of financial deceptions that Enron and its banks 
engaged in. The banks say that they recognize the problems now. 
They are changing the way in which they do business, and they say 
what was acceptable a year ago is not acceptable today. Hopefully, 
they will take the actions that are promised. 

But we simply cannot rely upon self-regulation and promises. We 
need our regulators to step in, ratchet up efforts to ensure honest 
accounting, and put an end to banks assisting their clients to 
produce deceptive financial statements. 

The gap now in the regulatory oversight area needs to be closed, 
the gap that exists because the SEC does not generally regulate 
banks and the bank regulators don’t generally look at accounting 
practices or ensure accurate financial statements. We need to con- 
tinue the effort to get regulators working together, of course, pun- 
ishing wrongdoers on a case-by-case basis, but that is not enough. 
We need to design a new deterrence program. 

It needs a lot of work. Steps need to be taken together by our 
regulators, our watchdogs. I have outlined a couple steps that I 
thought would be useful, and we welcomed our witnesses’ willing- 
ness to take those suggestions back to their agencies. We will make 
those suggestions, as I indicated, part of a Subcommittee report 
based on our staff investigation and our staff report. 

It would be very helpful if the SEC would issue a clear policy 
statement, that the SEC will take enforcement action against fi- 
nancial institutions that aid or abet dishonest accounting by a cli- 
ent. At the same time, we need bank regulators to tell banks that 
violation of such an SEC policy would constitute an unsafe and un- 
sound practice, which would then enable bank examiners to take 
appropriate action during regular bank examinations. 

A comprehensive joint review, such as apparently is being under- 
taken by the Fed, would be very helpful if it is a joint review of 
the structured finance products that are being sold or participated 
in by our financial institutions so that we can clearly separate the 
products and the structured finance arrangements which are decep- 
tive from the ones that serve a legitimate financial and economic 
purpose. 
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The short story is that we need to send our financial firms, some 
of which are the most renowned firms in the world, much less in 
the country, we have got to send them an unmistakable message, 
that while we welcome their self-regulation and their growing 
awareness of what they participated in, willingly or unwillingly, 
wittingly or unwittingly, the message has got to be that touting 
balance sheet-friendly deals that allow clients to hide debt or to re- 
port deceptive amounts of cash flow or earnings are simply not 
going to be tolerated. Our financial institutions must be part of the 
restoration of credibility by helping us to return to that good old 
fashioned honest accounting. 

We all look forward to working with the banking industry and 
the regulators to get that message out and to establish that deter- 
rence program that is needed to prevent future calamities, such as 
Enron. 

We again thank all of our witnesses here today. We thank our 
last panel for your patience, for your contributions, and most im- 
portantly, for the day-to-day work that you are engaged in and 
committed to, in which we place so much faith, that you will take 
aggressive actions against wrongdoers where you find them and 
that you will help us design a deterrence regime and a procedure 
so that we can deter wrongdoing in the future. 

With that, we stand in recess. 

[Whereupon, at 3:17 p.m., the Subcommittee was adjourned.] 
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Opening Statement of Charles Prince 
Before the Senate Permanent Subcommittee on Investigations 
December 11, 2002 

Introduction 

Thank you Mr. Chairman and members of the Committee. 

My name is Chuck Prince. Since September of this year, I have been Chief 
Executive Officer of Citigroup’s Global Corporate and Investment Bank. Before that, I 
was Chief Operating Officer of Citigroup, and have been with the company or its 
predecessors for the past 23 years. I appreciate the opportunity to appear before you to 
discuss these important issues and commend you on your determination to understand 
how and why a Fortune 10 company like Enron could unravel so quickly and to such 
devastating effect. The collapse of that company has been a disaster for thousands of 
people -- employees, investors and others -- and making sure that similar events do not 
happen again is a critically important objective that we share. 

The last year has been a challenging one on Wall Street. Industry practices that 
were standard operating procedure for years have. come under sharp scrutiny by 
Congress, regulators and investors. Many of these practices have been changed and 
others are in the process of changing. Although it has not aiways been pleasant, we 
believe it has been a useful and largely constructive process. For our part, we want to 
be at the forefront of change, setting a standard for integrity and professionalism in our 
industry. This has become a guiding mission for the senior management of our entire 
organization. 
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Enron and its aftermath has, indeed, been a catalyst for change in our industry 
more generally, and we recognize that while we have sought a leadership role, many 
other financial institutions are examining their own ways of doing business and making 
changes. And, of course, legislators and regulators have been and continue to be 
critical drivers of the reform process. 

Part of our process of self-examination has included the recognition that we have 
engaged in certain activities that do not reflect the way we believe business ought to be 
done going forward. 

Let me be clear: 1 believe that the Citigroup professionals involved with these 
transactions acted in good faith and understood these transactions to comply with the 
existing law and prevailing standards of the time. But let me be equally clear: good faith 
and legal compliance are no longer the issue as far as I’m concerned. Even assuming 
that these transactions were entered into in good faith and were entirely lawful, they do 
not reflect our standards and they would not happen now, at Citigroup. The facts that 
have been uncovered about Enron and other companies show us that opaque 
transactions like those Enron sought to take advantage of do not serve the interests of 
the capital markets and clearly do not serve the interests of institutions like ours, 
because they undermine our credibility with investors. Our credibility is our most 
important asset. 

Recognizing the problems our industry faces, we have worked diligently to 
develop new practices and policies reflecting the lessons we’ve learned. When Sandy 
Weill asked me to take the helm at the GCIB three months ago, he gave me a mandate 
to accelerate the process of reform and change that was already underway in that 
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business. Before turning to the specific arena of structured finance that is the focus of 
this hearing, i think it would be useful for me to briefly outline the broader reforms that 
Citigroup has taken a leadership role to institute. 

Citioroup’s Recent Reforms 

In facing a variety of industry-related challenges, Citigroup has instituted a 
number of leading reforms: 

■ Strong Code of Conduct - Citigroup’s Board of Directors recently approved an 
updated and strengthened Code of Conduct for all employees. In addition, much 
earlier this year, we initiated a complete review of our compliance and 
governance that has already resulted in significant changes. 

* Expensing stock options -- Citigroup was among the first of the major financial 
institutions to adopt the proposal to expense stock options. 

* Pension reform - Citigroup has taken steps so that, by year end, Citigroup's 
pension will be fully funded. 

■ Independent research 

o We were the first major firm to voluntarily adopt the Spitzer Principles to 
insulate equity research from investment banking. 

o We were the first major firm to adopt the SEC's proposal that analysts 
certify their research, putting the requirement into place immediately after 
it was proposed. 

o We were the first, and so far the only, major firm to structurally separate 
research from investment banking by moving it into a new independent 
business unit, headed by Sallie Krawcheck, former CEO of the research 
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firm Sanford A. Bernstein and a leading voice on analyst independence. 
This structure ensures the independence of research from investment 
banking. 

o While we continue to work with the industry and regulators on reforms 
designed to protect the independence of research, last month we 
unilaterally adopted interim policies governing the ways that research 
analysts may interact with investment bankers. These policies prohibit 
analysts from attending investment banking pilches or road shows, and 
include other significant limitations on the circumstances in which analysts 
and bankers may interact, as well as gate keeping procedures to monitor 
those interactions. 

Ongoing review of business practices -- We have established a new corporate- 
level Business Practices Committee to ensure that all business practices are 
consistent with industry leading standards. 

Corporate governance -- Our Board formed a new Nomination and Governance 
Committee chaired by Frank Thomas - our longest serving independent board 
member and the former President of the Ford Foundation - to ensure continued 
focus on the highest standards of corporate governance. 

Auditor consulting -- To avoid even the appearance of conflicts, Citigroup does 
not use its outside auditor for consulting. Our auditor only provides audit, audit- 
related and tax services. 

Control processes - We have strengthened an already robust control 
environment by, among other things: establishing a Business Practices 
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Committee specifically for the GCIB and requiring that our Capital Markets 
Approval Committee (CMAC) periodically report to that Committee on 
transactions it reviews; expanding the jurisdiction of the CMAC to cover all 
complex transactions that raise accounting issues; requiring formalized approval 
of the creation of new legal vehicles, including Special Purpose Vehicles, as well 
as enhanced review of transactions involving the use of SPVs; and establishing a 
rigorous policy governing tax sensitive transactions. 

Structured Finance — The Transactions at Issue 

Let me turn now to the issue of structured transactions that is the focus of today’s 
hearing and was the focus of the hearing you held, Mr. Chairman, on July 23 of this 
year. As I hope you will agree when I discuss the reform initiative we announced just 
two weeks after that hearing, at Citigroup we heard you and we took appropriate action. 

First, though, let me say a few words about the specific transactions under 
review. While I believe our people acted in good faith, I think it is fair to say that we 
never anticipated — no one ever anticipated — that a financial intermediary would be 
criticized for the accuracy of the accounting treatment that a Fortune 1 0 company gave 
to its transactions with the express approval of a then-highly respected Big Five 
accounting firm. At the time we entered into these transactions, we never imagined - 
no one ever imagined — that Arthur Andersen wouldn't exist a year later or that a failure 
of ethics would have destroyed Enron, a company ranked 18th on the list of Fortune 
Magazine’s Most Admired Companies for the year 2001. But we all learned something - 
- that reliance on public accountants or a company’s widely held excellent reputation 
has important limits, particularly in the face of corporate malfeasance. 
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Structured Finance - Citiqroup’s Reform 

To say that our professionals acted in good faith and in ways they believed to be 
appropriate is not to say that we consider a business-as-usual approach to be an 
acceptable prescription going forward. On the contrary, we concluded in the days and 
weeks following your July 23 hearing that we needed to act, even in the absence of 
industry or regulatory action, and that the best way to protect both investors and our 
own reputation with regard to the kinds of transactions that appropriately concern this 
Committee was to insist on transparency. The regulators have recognized the same 
principle, and indeed last January recommended guidance for the disclosure of off 
balance sheet and related transactions. But, in the absence of any mandatory rules, we 
recognized that we needed to play a leadership role by requiring companies with whom 
we did business to make clear, straightforward disclosure of the impact of structured 
financings and related transactions. 

Accordingly, on August 7, Citigroup announced a new transparency policy, 
saying, in essence, that from that day forward, Citigroup would execute material 
financing transactions for companies that were not going to be recorded as debt on their 
balance sheet if - and only if -- the company agreed to disclose the net effect of the 
transaction on its financial condition. We announced this “net effect” rule for two 
reasons -- first, to encourage companies to account for financings in a transparent 
manner so that investors can adequately assess the net effect of the transaction on the 
financial condition of the company, and second because we simply did not wish to be a 
party to transactions that fail to meet a high standard of transparency. Under our net 
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effect rule, the transactions at issue in today's hearing would not and could not have 
happened at Citigroup unless Enron had made clear, detailed disclosure to investors. 
We simply would have refused to do these transactions without a commitment to make 
such disclosures. 

The Policy. Our policy is based on a few key principles. First, it applies to any 
material structured or complex financing transaction of the sort this Committee has been 
concerned about. In determining whether the policy applies to a given transaction, the 
economic reality -- not just the form of the transaction — is critical. 

Second, the required disclosures include, among other things, (1) management's 
analysis of the net effect of the transaction on the financial condition of the company; (2) 
the nature and amount of the obligations; and (3) a description of events that may cause 
an obligation to arise, increase, or become accelerated. Examples of appropriate 
disclosures might include: the transaction amount, the term (including the economic 
features that could shorten the maturity, such as step-ups, ratings triggers, or events of 
default), any recourse, and the effect on assets, liabilities, net income, earnings per 
share, cash flow or other significant balance sheet items. The precise elements of the 
required disclosure will vary depending on the transaction. 

Third, Citigroup will obtain the client’s written commitment that disclosure of such 
transactions in the client’s relevant public filings will fairly present the transaction’s 
financial impact. If we do not receive this commitment, we will not do the deal. 

Fourth, Citigroup will do these transactions only for clients that agree to provide 
the complete set of transaction documents to their chief financial officer, chief legal 
officer and independent auditors. If there are any oral assurances from the client in 
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connection with any transaction that Citigroup believes may give rise to accounting or 
disclosure issues, these have to be documented and then included with such 
transaction documents. 

Fifth, key decisions, such as whether the policy requires additional disclosure in a 
particular transaction, are made by senior management from our Accounting Advisory, 
Legal and Risk Management control functions, acting together. If the senior managers 
of our control functions do not approve a proposed transaction then, very simply, that 
transaction will not go forward. Concerns about accounting or similar matters must be 
fully resolved and documented if a transaction is to go forward. 1 am committed to 
making sure that our new procedures are fully observed. In order to do that, we are 
enhancing our decision-making process so that, at every step, decisions are 
documented and our internal audit group can review and verify compliance with our 
procedures. 

Implementation. Promptly after Citigroup announced this transparency policy, 
we erected what amounted to a roadblock for each structured finance and related 
transaction to see whether it was the kind of transaction that would not be reflected as 
debt on the balance sheet, and should therefore be specially disclosed to the 
company’s investors. None of these transactions was permitted to go forward unless it 
was submitted to a rigorous examination process by a working group composed of top 
management from Financial, Legal and Risk Management control functions. This 
process, while initially cumbersome, served both to ensure that the policy was 
implemented immediately upon its enactment and to educate the business units about 
the details of the policy. As we move forward, we are continually adjusting and fine 


8 



99 


tuning the process to allow for more efficient, but equally rigorous, review. We are now 
preparing to launch a training program that will be based on our experience so far and 
informed by the SEC’s new proposed disclosure rules. 

We recognize, of course, that our execution will not be perfect. We are feeling 
our way, seeing what works, discovering the challenges of applying a policy like this to 
an enormous range of complex transactions. Leaders, by definition, move in uncharted 
territory and will make some mistakes. 

But I am quite encouraged by what I have seen so far -- by the seriousness and 
intensity with which Citigroup professionals are grappling with this new policy, from the 
transactional people on the front lines to the most senior managers of our company. It 
has already made a measurable difference in the kinds of deals we are doing or 
declining to do and in the nature of the disclosure clients are making. 

SEC’s Proposed Disclosure Rules 

Of course, our unilateral initiatives do not satisfy the need for a strong, 
independent accounting profession and for clear regulatory guidance. In this regard, we 
were pleased that the Sarbanes-Oxley law takes a number of important steps, such as 
requiring auditors to give up certain consulting duties in light of their potential to create 
at least the appearance of a conflict of interest, and mandating new SEC rules on the 
periodic reporting of off balance sheet transactions, which were just released in 
proposed form by the SEC last month. 

We embrace the SEC’s proposed rules. They are properly directed at public 
companies and issuers, since the legal disclosure obligation belongs to them, not to 
financial intermediaries. The SEC’s proposed rules follow earlier guidance from the 
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SEC on this subject, issued last January, which Citigroup followed in disclosing off 
balance sheet transactions in our most recent 10-K filing. Having done so, our own 
disclosures are now in substantial conformance with the SEC’s most recent proposals. 
We will, of course, fully comply with the new SEC requirements when the proposals are 
finalized. Greater transparency is also important to us as a lender and underwriter, 
since in those roles we necessarily place much reliance on financial statements. 

The SEC’s new proposed rules, when finalized, will supersede one objective of 
our net effect rule -- the one aimed at prodding companies to make better disclosure -- 
because that role appropriately will be played by the SEC, with the more comprehensive 
scope and forceful fools that a regulator commands. At the same time, the other 
objective of our net effect rule - assuring that we don't walk info transactions that we 
would be better off avoiding -- remains fully in force. We recognize that as a financial 
intermediary -- even though the legal disclosure obligation is not ours - we have an 
active interest in sustaining the credibility of the financial markets, the confidence of 
investors, and our own reputation. 

Conclusion 

Mr. Chairman, the world has changed markedly in the past year and is continuing 
to change. The collapse of Enron and the turmoil that followed on Wall Street has done 
tremendous damage to a great many people and businesses. We recognize that we 
must take real steps to change our ways of doing business and get real results. We 
have done this and are continuing to do more. This is not a time for halt measures or 
foot-dragging or public relations gimmicks. We at Citigroup understand our role as a 
leader, embrace the mandate for change, and subscribe to the goal of effective, far- 
reaching reform. 

We appreciate the seriousness and vigor with which you approach these issues, 
and look forward to working with you and your colleagues on these and other reforms. 

I thank you and look forward to answering your questions. 
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Opening Statement of David Bushnell 

Before the Senate Permanent Subcommittee on Investigations 
December 1 1 , 2002 

Mr. Chairman and Members of the Committee, thank you for the 
opportunity to speak to you today. 

My name is David Bushnell. I am. a Managing Director at Citigroup’s 
Corporate & Investment Bank and the head of Global Risk Management for the 
Global Corporate & Investment Bank (GC|B). Global Risk Management 
functions as an independent control over our business units. It is the 
responsibility of my department to ensure that risks — including market risk, 
credit risk, and risks to the institution's reputation — are identified, measured and 
evaluated for the GCIB. No extension of credit is permitted without Risk 
Management's approval in accordance with our established policies and 
procedures. The firm’s risk management committees, including the Capital 
Markets Approval Committee, report to me. I am also charged with 
communicating to and interpreting for our business units the views of senior-most 
management as they pertain to issues of risk. 

I understand that the Committee is interested in discussing my role in the 
Sundance transaction. I look forward to. answering the Committee's questions 
about that transaction. But before I do, i would like to take this opportunity to 

explain some of the very significant changes that Citigroup is making in the way 
we handle such transactions today. 



102 


As you know, on August 7, Citigroup announced a new policy regarding 
transactions that raise significant accounting or disclosure issues. As chief risk 
manager, I have been centrally involved in dej/eloping and implementing this 
policy. In his testimony, Mr. Prince describes the key elements of the policy and 
our implementation program. The message that I want to convey is that this new 
policy is having a real impact on the ground at Citigroup where transactions are 
done. 

Every material structured or complex financing transaction of the sort this 
Committee has been concerned about is being subject to a rigorous review 
process. The Capital Markets Approval Committee is thoroughly evaluating the 
transparency of transactions and is working with our business people to ensure 
that in any transaction we do, the client discloses fairly and appropriately the net 
effect of the transaction on the company’s financial condition. If the client will not 
commit to these kind of disclosures, the answer is simple; Citigroup will not 
execute the transaction. 

In the months since August 7, we have reviewed dozens of transactions 
and we are learning a great deal. This process is helping us to develop a 
uniform approach to assessing, routing, and, where appropriate, approving and 
documenting transactions, consistent with the principles of our policy. And, the 
policy has already had a real impact on the transactions we are doing or 
declining to do. 

One of the most significant objectives of the past few months has been to 
embed in our culture an understanding of the importance of this policy. I can tell 
you that our people are taking it seriously -- from the front lines of our business 
units to our senior-most management. We are making this policy a living, 
breathing part of the way wo do business. 

Thank you and I look forward to answering your questions. 
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Opening Statement of Rick Caplan 

Before the Senate Permanent Subcommittee on Investigations 
December 1 1 , 2002 

Thank you Mr. Chairman and members of the Committee. 

My name is Rick Caplan. I am a Managing Director of Citigroup’s 
Corporate and Investment Bank and co-head of the Credit Derivatives Group. 
The Credit Derivatives Group is one of several business units at Citigroup that 
structures financings for sophisticated clients.- I have worked in the derivatives 
business at Citibank since 1997. 

I understand that the Committee is interested in discussing two 
transactions that Citigroup executed for Enron: Project Bacchus and Project 
Sundance. I appreciate the opportunity to answer questions about these 
transactions. While I want to make clear that I understood these transactions to 
be appropriate under the prevailing laws and standards, I also want to reiterate 
the point that Mr. Prince made in his opening remarks: under Citigroup’s new 
structured finance policies, we will not do these transactions today unless the 
client agrees to provide clear, detailed disclosure to investors. 

Thank you Mr. Chairman and members of the Committee, and I look 
forward to answering whatever questions you may have. 
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Opening Statement of William Fox 

Before the Senate Permanent Subcommittee on Investigations 
December 11, 2002 

Thank you Mr. Chairman and members of the Committee. 

My name is William Fox. I have worked for Citibank since 1 967. i am 
currently a Managing Director in the Global Relationship Bank and the head of its 
Energy and Mining department. I have overall responsibility for Citibank’s 
relationships with clients in the energy and mining industries. 

I have been invited here today to discuss two transactions that Citigroup 
executed for Enron — Project Bacchus and Project Sundance. While I am 
generally familiar with Project Bacchus, my familiarity with Project Sundance is 
more limited. 

I understand that the Subcommittee has several questions about these 
transactions and Citibank’s role in them. I look forward to helping the 
Subcommittee in any way that I can to answer questions about these 
transactions. While we believed that these transactions met applicable legal 
standards, they are not transactions that Citigroup would undertake today without 
clear and detailed disclosure from our clients about the net effect of those 
transactions on a company’s financial condition. 

Thank you Mr. Chairman, members of the Committee. I look forward to 


answering your questions. 
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STATEMENT OF MICHAEL PATTERSON 
ON BEHALF OF 
J.P. MORGAN CHASE & CO. 

SUBMITTED TO 

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
COMMITTEE ON GOVERNMENT AFFAIRS 
UNITED STATES SENATE 
DECEMBER 1 1, 2002 


Mr. Chairman and Members of the Subcommittee. I am Michael Patterson, 
a vice chairman of J.P. Morgan Chase (“JPMC”) and head of its Policy Review 
Office. I am pleased to be here to discuss JPMC’s policies and practices regarding 
transactions with publicly-traded U.S. companies. As requested in your invitation 
letter, I will address policies and practices relating most particularly to structured 
finance, accounting and tax matters. 

JPMC and its predecessor firms have long had in place policies and 
procedures governing transactions with clients. These policies and business 
transaction approval procedures address, among many other subjects, compliance 
with external legal and regulatory requirements as well as the aspects of a 
transaction that could raise reputation risk for the firm. JPMC’s policies and 
procedures are periodically reviewed and updated to take account of our 
experience and external developments. 

“Structured finance” encompasses a wide variety of transactions and 
instruments designed to help clients achieve their risk management, financing, 
liquidity and other financial objectives within the framework of applicable, and 
often complex, legal, regulatory, tax and accounting rules and principles. 
Securitization, special purpose vehicles and derivatives are among the well- 
recognized techniques used to allocate risks, capital and cash flows to meet client 
objectives. 

To make sure that our structured finance transactions comply in all respects 
with that framework, the business transactions approval process requires adherence 
to applicable policies as well as review and sign-off from internal 
legal/compliance, conflicts, tax and accounting policy groups (among others). 
Transactions involving a special purpose vehicle receive special scrutiny and must 
comply with a special purpose vehicle policy (administered by a SPV committee), 
to ensure that every such entity is properly approved, documented and monitored. 



106 


2 

Primary responsibility for adherence with the policies and procedures 
designed to address reputation risk lies with the business units conducting the 
transactions in question. In addition to this framework, JPMC this year put in 
place a new set of procedures designed to reinforce our focus on reputation risk 
and provide a senior level of review of transactions with clients. Business units are 
required to submit to regional Policy Review Committees proposed transactions 
that may raise reputation risk for any reason but specifically including transactions 

— where a material objective is to achieve a particular accounting treatment, 

— designed to achieve a particular tax treatment, 

— where there is material uncertainty about legal or regulatory 

treatment, 

— with unusual or highly complex structures or cash flow profiles, or 

— which have as a significant purpose or effect the providing of 
financing but which take the form of derivatives. 

The members of the regional policy review committees, including the 
Americas committee, are senior representatives of the business and support units 
(including tax and accounting policies) in the region. Transactions are reviewed 
from every angle that could affect reputation risk -- including, where applicable, 
the intended financial disclosure of the transaction by the client — and the 
committee approves, rejects or requires further clarification or changes. The 
committees and their deliberations are overseen by a Policy Review Office, which I 
lead. Transaction review can be formally escalated by the committees to the Policy 
Review Office. 

We at J. P. Morgan Chase believe that one of the tests of our leadership in 
the financial marketplace is to leam from our experiences and to adjust our 
practices in light of those experiences and the changing environment. I believe that 
the Policy Review process we have put in place and which I have just outlined, 
together with our business transaction approval policies and procedures, are well 
designed to enable us to meet this challenge. 

I would be happy to respond to any questions the Chairman or other 
members of the Subcommittee may wish to put to me regarding the Policy Review 
Office or process. 
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JOINT STATEMENT OF 

ROBERT TRABAND, ERIC PEIFFER AND ANDREW FELDSTEIN 
ON BEHALF OF 
J. P. MORGAN CHASE & CO. 

SUBMITTED TO 

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
COMMITTEE ON GOVERNMENTAL AFFAIRS 
UNITED STATES SENATE 
DECEMBER 11, 2002 

Mr. Chairman and Members of the Subcommittee, my name is Robert Traband. I am 
currently a Vice President of J.P. Morgan Chase & Co. (“JPMC”). Through its subsidiaries and 
affiliated companies, JPMC offers global financial services, has operations in more than 50 
countries and employs nearly 100,000 people throughout the United States and worldwide. We 
serve more than 30 million consumers as well as the world’s most prominent corporate, 
institutional and governmental clients, including over 90 percent of the Fortune 1 000 companies. 

I am based in Houston, Texas and have served in our corporate banking group since 
1 999. I participated, as a member of a larger JPMC team, in the two JPMC transactions with 
Enron that we have been advised the Subcommittee is examining today. My principal 
responsibilities involved evaluating the credit exposure to Enron on each of these transactions. 

In accordance with the Subcommittee’s request, I am accompanied today by my 
colleague Eric Peiffer. Mr. Peiffer is also a Vice President and is based in New York. He joined 
our interest rate derivatives group in July 2002, after having served in our structured finance 
group since February 2000. During his tenure with the structured finance group, Mr. Peiffer 
participated, also as a member of a larger JPMC team, in one of the transactions that the 
Subcommittee is examining today; specifically, the so-called “Flagstaff’ transaction. 

I am also accompanied by my colleague Andrew Feldstein. Mr. Feldstein is a Managing 
Director of JPMC and is co-head of our Structured Products and Derivatives Marketing Group. 

Preliminary Statement 

Let me make two important points at the outset, Mr. Chairman. First, while we believe 
that our participation in the “Fishtail” and “Flagstaff’ transactions was perfectly legal and 
followed established rules, had we known then what we know now about Enron’s allegedly 
fraudulent practices, we would not have engaged in these transactions with Enron. We would 
not have accepted at face value, as we did in 2000 and 2001, Enron’s statements that its requests 
to structure Fishtail or Flagstaff in particular ways were designed to properly achieve Enron’s 
desired financial statement treatment of the transactions in accordance with generally accepted 
accounting principles. In addition, we would have wanted to know more about the aspects of the 
transactions in which JPMC was not involved. But at the time, JPMC — like many other 
parties — dealt with Enron in the belief that it was a respected and creditworthy company and that 
it was not JPMC’s role to second guess our counterparty’s accounting or other structuring 
determinations. In the case of Enron, JPMC suffered substantial injury, not only by the loss of 
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hundreds of millions of dollars from its own transactions with Enron, but also to the injury to its 
reputation from the erroneous suggestions of some that JPMC was “involved” in Enron’s 
wrongdoing. For these and many other reasons, we regret that we ever dealt with Enron. 

As one of the world’s leading financial institutions, we recognize that it is incumbent 
upon us to do more than simply express our regret. One of the hallmarks of our leadership is 
that we learn from prior experiences and thoughtfully adjust our practices in light of those 
experiences. In this regard, you will shortly hear from my colleague, Michael Patterson, who 
will outline the procedures we now have in place to meet the challenges before JPMC now and 
in the future. 

Second, we have cooperated fully and voluntarily with this Subcommittee, as well as the 
full Committee on Government Affairs, in the year-long investigation of the collapse of Enron, 
We have presented testimony at two prior public hearings, responded affirmatively to staff 
requests to conduct numerous interviews of our employees, and provided a broad array of 
documents. 

This cooperation reflects our recognition that Congress has an important responsibility in 
its duties under Article I of the U.S. Constitution to determine whether, in the public interest, 
changes in laws or regulations are necessary or appropriate in light of the failure of Enron. 
Under our system, the judicial branch is properly the exclusive forum within which to determine 
whether liabilities should be imposed with respect to matters involving Enron, and to adjudicate 
the rights and responsibilities of private parties that have financial claims with respect to 
transactions involving Enron; but we recognize that this Subcommittee’s responsibilities in the 
public policy arena, although different from those of the judiciary, are important as well. 

The Enron Transactions 


Let me now turn to the specific transactions with respect to which the Subcommittee has 
requested information from JPMC. Because we have provided the Subcommittee staff with 
detailed descriptions of each of these transactions, together with supporting documentation, I 
will not unduly lengthen this statement by repeating those descriptions in their entirety. 
Nevertheless, we are, in accordance with the Subcommittee’s request, prepared to respond to 
questions concerning JPMC’s understanding of and participation in these transactions. 

The “Fishtail” Transaction 


The first of these transactions has been referred to by the Subcommittee and others as 
“Fishtail”. This transaction was a $41.5 million loan commitment extended by JPMC in 
December 2000 to a special purpose entity named Annapurna LLC (“Annapurna”) established 
by Enron. This commitment expired by its terms in June 2001 and was never funded. 
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More specifically, with the assistance of JPMC, Enron was engaged in an effort to find 
an equity investor to participate in a joint venture (commonly known as “Enron Networks”) to 
conduct Enron’s pulp and paper trading business. By December 2000, Enron had engaged in 
discussions with a number of potential investors, but had not reached agreement with any. 
Enron informed JPMC that, in anticipation of its ultimate contribution of the existing pulp and 
paper business to such a joint venture, Enron wanted to deconsolidate its pulp and paper business 
from the rest of its businesses and that, in consultation with its accounting advisors, had devised 
a structure to achieve this objective. Enron would contribute its economic interests in the 
present and future contracts of the pulp and paper business to a newly formed entity (“Fishtail”), 
which would be jointly owned by Enron and Annapurna. 

As I have said, JPMC’s participation in this transaction was limited to a six-month 
commitment to make a bank loan to Annapurna. JPMC had no other involvement in the 
transaction. The loan to Annapurna could be drawn only to fund Annapurna’s capital 
contribution to Fishtail. And Annapurna could be called upon to make its capital contribution 
only if Fishtail sustained losses in excess of $208 million during the six-month commitment 
period. JPMC was willing to make this commitment because it concluded, as a matter of its 
credit judgment, that it was remote that Fishtail would sustain losses during the six-month 
commitment period in an amount large enough to trigger the capital call to Annapurna and hence 
a drawing of the JPMC loan. This was a reasonable credit decision and it is not at all unusual as 
banks often make loan commitments with the expectation that they will not be funded. For 
example, banks frequently issue standby letters of credit supporting debt issuances by clients. In 
such cases, it is anticipated that the bank only will be called upon to fund the letter of credit if 
the client has defaulted on the underlying obligation because of adverse changes in its financial 
condition (or other factors). 

JPMC did not initiate the Fishtail transaction and it did not develop the basic structure. It 
was merely asked to extend a loan commitment, which it did. It never extended any funds and 
its commitment terminated after six months. JPMC acted as a lender in this transaction and, 
consistent with industry practice, it did not make any determination whether completion of the 
transaction would achieve Enron’s accounting objective, a deconsolidation of Enron’s pulp and 
paper business. Such determinations were properly for Enron to make, with the advice and 
assistance of its internal accountants and its external auditors. In December 2000, when the 
Fishtail transaction was agreed to, JPMC had no reason to believe that any such determinations 
were not being made by Enron and Arthur Andersen in accordance with generally accepted 
accounting principles. 

There are two final points I would like to make about the Fishtail transaction. First, it 
appears that Fishtail included a broader set of transactions by Enron to effectuate, not just the 
deconsolidation of Enron’s pulp and paper trading business, but to recognize income in 
connection with the sale of those assets. JPMC was not involved in these other transactions and, 
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indeed, was told very little about them by Enron, or anyone else for that matter. Second, while 
JPMC provided a loan commitment to Annapurna, the equity in that entity was provided by the 
LJM2 limited partnership. As JPMC has previously disclosed, certain of its affiliated companies 
- along with many others - had invested at the end of 1999 as limited partners in LJM2, so that 
JPMC had a small stake in LJM2. JPMC, however, was a passive investor in the LJM2 
partnership and played no role in LJM2’s decision to invest in Annapurna. 

In view of your decision, Mr. Chairman, to examine transactions used by Enron to 
achieve accounting objectives for the purpose of enabling the Subcommittee to evaluate the need 
for changes in laws and regulations, we believe it is appropriate to call to your attention that it is 
widely acknowledged that our current financial accounting standards consists of a large body of 
specific “rules” and that, as a result, the accounting treatment of a particular transaction 
frequently is a consequence of the form of transaction selected by the parties themselves. Earlier 
this year, this Subcommittee received testimony from others suggesting that, as a matter of broad 
public policy, it may be desirable to move to a “principles” based system of accounting 
standards. Significantly, in section 108(d) of the Sarbanes-Oxley Act, as enacted in July 2002, 
Congress directed the Securities and Exchange Commission to conduct a study of such an 
approach and to provide a report on the results of that study within one year. As the 
Subcommittee may be aware, a companion private sector initiative was announced by the 
Financial Accounting Standards Board on October 21, 2002. JPMC believes that these studies 
represent a constructive public policy response to the Enron collapse. 

The “Flagstaff’ Transaction 

The Subcommittee has also asked for information concerning JPMC’s understanding of 
and participation in the “Slapshot” project, particularly with regard to the “Flagstaff’ transaction. 
As I will explain in greater detail, “Slapshot” was the name given by JPMC to a generic form of 
transaction intended to permit a loan by a U.S. lender to a Canadian borrower to be structured in 
a manner that would provide advantageous tax treatment to the Canadian borrower under 
Canadian law. “Flagstaff’ was the name under which a specific transaction with Enron was 
undertaken in June 2001 to provide long-term refinancing for the acquisition of a Canadian pulp 
and paper mill (“Stadacona”) acquired by a joint venture in which Enron was an equity 
participant. In short, “Flagstaff was an actual transaction, but “Slapshot” was not. 


Representatives of JPMC’s Global Structured Finance Group participated, as members of 
a larger JPMC team, in connection with the Flagstaff transaction, and much of JPMC’s prior 
internal analysis of the generic Slapshot transaction was performed within that group. As the 
Subcommittee is aware, the term “structured finance” encompasses a wide variety of 
transactions and instruments designed to help clients achieve their risk management, financing, 
liquidity and other financial objectives within the framework of applicable legal, regulatory, tax 
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and accounting rules and principles. These transactions and instruments are widely used by 
governments, corporations, consumers and investors, and virtually every major financial 
institution has a structured finance group. 

Let me emphasize, Mr. Chairman, that JPMC takes very seriously the principle that 
structured finance transactions must be developed within the framework of applicable legal, 
regulatory, tax and accounting rules and principles. This was true in the case of Slapshot. As 
the Subcommittee is aware, there are substantial differences in the tax codes of other countries 
that taxpayers, including both individuals and businesses, may lawfully and properly take 
advantage of. Such a situation existed under Canadian tax law, but before proposing the 
transaction to any client, the JPMC structured finance group solicited and received a written 
opinion of an independent and highly regarded Canadian law firm setting forth the likely tax 
consequences of that structure under Canadian law. Ultimately, JPMC obtained written opinions 
from two leading Canadian law firms that the structure, and the Canadian tax benefits it 
provided, were legal and valid. 

As I have indicated, the “Flagstaff’ transaction had its genesis in the planned purchase of 
the Stadacona Canadian paper mill by CPS, a Canadian corporation owned by a joint venture 
(“Sundance”) between Enron and another party. JPMC did not participate in the formation of 
the Sundance joint venture. Documents shown to JPMC by the Subcommittee staff during 
interviews in preparation for this hearing reveal that there were many aspects of the structure and 
funding of the joint venture that were completely unknown to JPMC. Indeed, at the time of the 
Flagstaff transaction, JPMC did not even know the identity of Enron’s partner in the joint 
venture. 

JPMC learned of the Stadacona mill acquisition before it was consummated. In January 
2001, representatives of JPMC met with Enron to present a proposal under which a group of 
banks led by JPMC would make loans to finance the acquisition of the mill. During that 
meeting, JPMC advised Enron that it had concluded, based on the opinion of counsel, that the 
loan transaction could be structured in a manner that would provide advantageous tax treatment 
to a Canadian borrower under Canadian law. Enron informed JPMC that it was aware of and 
had itself already devoted substantial attention to analyzing the same (or a substantially similar) 
Canadian tax structure. 


Enron ultimately selected JPMC to lead the bank group, but opted to have CPS complete 
the acquisition of the Stadacona mill in March 2001, with a bridge loan of approximately $375 
million provided by Enron. At that time, the Stadacona mill, which is located in Quebec City, 
Canada, was the 11 th largest newsprint producer in North America. The Flagstaff transaction 
was thereafter completed in June 2001 in order to repay the bridge loan and provide the long 
term debt financing. 
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At closing, the $375 million loan was funded by JPMC and three other banks in the form 
of loans to Flagstaff, a wholly-owned subsidiary of JPMC, which then reloaned the funds to the 
CPS group. 

The Flagstaff loan transaction was structured in a manner intended to permit the 
realization of the Canadian tax benefits by the Canadian borrowers. To the best of JPMC’s 
knowledge, this structure did not provide otherwise unavailable U.S. tax benefits to any party. 
We understand that Enron obtained, and relied upon, its own written opinion from Canadian tax 
counsel that the anticipated Canadian tax benefits could, and should, be realized under the 
structure. 

As the Subcommittee is aware, the Flagstaff structure is highly complex, and among the 
several transactions that comprised the structure was an intraday loan of approximately $1 
billion provided by JPMC to Flagstaff. It also involved two special purpose entities created by 
Enron or its affiliates. The complexity of the Flagstaff financing and the legal documentation 
required to implement it were necessitated by Canadian tax considerations and were undertaken 
in reliance on the opinions of Canadian tax counsel to facilitate realization of the Canadian tax 
benefits. 

As the Subcommittee also is aware, the credit support for the loan was provided by Enron 
principally through a total return swap (and certain supporting transactions) rather than, as 
originally contemplated, a guarantee by Enron. This change was specifically requested by 
Enron. One or more members of the JPMC team understood at the time that a principal reason 
for Enron’s position in this respect was that Enron had concluded that a guarantee might require 
consolidation of the entire joint venture, the assets of which included CPS and the Stadacona 
mill. 


JPMC understood that the use of a total return swap to facilitate the continued 
deconsolidation of the joint venture had been vetted by Enron with its external auditors, Arthur 
Andersen, and had been approved by them. JPMC did not attempt to “second guess” this 
accounting judgment. As I have noted earlier, under applicable law and practice, each party is 
properly responsible to ensure that it correctly accounts for the transactions to which it is a party. 
At that time, JPMC had no reason to believe that any such determinations were not being made 
by Enron and its external auditors in accordance with generally accepted accounting principles. 
Consequently, from JPMC’s standpoint, the issue presented by Enron’s decision not to provide a 
guarantee was whether the total return swap provided sufficient credit support for the Flagstaff 
loans that the new arrangement could prudently be accepted by the banks in lieu of a direct 
Enron guarantee. Ultimately, JPMC and the other members of the bank group each concluded 
that the total return swap provided adequate credit support. 


Conclusion 


JPMC was just one of many films that provided financial services to Enron. JPMC also 
has been one of the parties most harmed by Enron’s failure. We are prepared to respond to your 
questions today and will continue to cooperate with the Subcommittee in its consideration of the 
public policy aspect of Enron’s collapse. 
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Thank you for inviting me to share my thoughts with you today. The Committee is to be commended for 
its commitment to looking into these transactions. Only by understanding what happened with Enron can 
we hope to learn the lessons necessary to prevent such events from occurring in the future. 

And we must do what we can to see that such abuses don’t happen again. Because there is no doubt 
that the integrity of our markets - and the faith that the ordinary investor has in their fairness - have been 
severely damaged. 

I began to realize this last February. I got a call from my senior executive in charge of our retail 
operations. He told me that he was seeing something he had never seen before. Investors were calling 
to sell out their entire accounts and request a check for the entire proceeds. Normally, if an investor 
thinks the market is overvalued they will sell out their account but will put the funds into money market 
accounts until they wish to reinvest. But these people were opting entirely out of the market. 

We made a special point of talking to these customers to see why they were taking this action and the 
answer was alarming. They said they no longer had faith in the integrity and fairness of the system and 
that the markets were against them. They cited Enron as the key reason. 

When we lose the individual investor we have a serious problem. The U.S. capital markets are the envy 
of the world. 

During the 1990s, we created tens of millions of new jobs - the only country in the world to do so. We 
funded an explosion of new technology and business activity. We are the economic engine that pulls the 
global economy. This is all made possible because of our unique capital-raising system. We cannot put 
that system at risk. Individual investors, through their investments in mutual funds and retirement 
accounts, fueled this expansion. Recently when I gave a speech for the Miami Herald, I was asked by an 
elderly gentlemen; "Miss Siebert, I lost a third of my money. Will they go to jail?” 

So the problems we are discussing today are very important. 

Corporate executives and financiers must not be allowed to circumvent the intent of our laws in order to 
manipulate the financial results they report, using sham transactions that technically may be legal but 
certainly aren’t ethical or reflective of true economic activity. We cannot legislate or regulate integrity, but 
neither can we allow our financial institutions to operate without regard to even the most basic principles 
of business. 

The transactions we are discussing today demonstrate the way that structured finance and complex 
investment products can be misused. Through financial engineering, companies like Enron were able to 
operate by legal loophole. And as we see today, some of our most respected and largest financial 
institutions were there to help them, participating in these questionable transactions and providing the 
funding that made them possible. 

The distressing thing is that this type of behavior is not really new. Indeed, financial engineering has 
been with us for decades. 

I have with me today copies of Congressional testimony I gave on two other occasions - in 1988 and in 
1998. I'd like to read two short excerpts from these statements that I think underscore an important point 
that we should all recognize as we explore the issues we have before us today. Specifically, it relates to 
the use of derivatives in our capital markets and the role they have played in triggering the last three 
market downturns. 

In 1988, 1 testified before the subcommittee on Telecommunications and Finance on program trading and 
portfolio insurance. This was in the wake of the stock market crash of October 1987. The major problem 
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with the stock market, I said, was not the presence of large institutional players, but rather the way these 
investors were trading. 

To quote from the testimony: 

“Our problem stems from the institutions’ trading stocks not for traditional reasons, but rather because of 
momentary imbalances in the futures and options markets, the so-called derivative markets. Program 
trades and index arbitrage end up bringing the volatility and rampant speculation of the futures pits to the 
floor of the Big Board. Futures have become the tail wagging the dog." 

And, as we all remember, it was program trading based on derivatives -- otherwise known as portfolio 
insurance -- that fueled the unprecedented sell-offs that occurred on October 19, 1987. 

In that case, there was a strong regulatory response that put collars on these automated trading 
programs to bring rationality back to the markets. Today, portfolio insurance no longer exists. 

Ten years later, I was back before Congress again, this time before the House Committee on Banking 
and Financial Services. I was commenting on the near demise of Long Term Capital Management and its 
effect on global capita! markets. 

You’ll recall that it took an unprecedented rescue package of this massively over-leveraged hedge fund to 
head off a meltdown in the global financial system. It would have caused catastrophic damage to both 
financial institutions and the investment community if the institutions had to liquidate Long Term's 
portfolio to meet margin calls. 

To quote from my testimony: 

“Simply stated, regulation has not kept up with advancements in technology and new financial products. 
Unregulated hedge funds using legal loopholes have borrowed vast amounts of money which they use to 
speculate in highly leveraged transactions.” 

I then went on to describe the family of products that made the Long Term Capital implosion possible - 
derivatives. Long Term Capital had relied upon foreign exchange derivatives trading to hedge its bets. 
And it bet wrong. Again we saw the stock market head south, driven downward by a derivative-induced 
crisis. 

Of course, it could have been much worse. Using derivatives, Long Term Capital employed vast amounts 
of leverage to create a portfolio with the notional value of its positions worth over a trillion dollars. Had 
the Federal Reserve not stepped in to create a consortium of some of our leading financial institutions to 
provide an infusion of capital and systematically liquidate it, the effect of the margin calls could have been 
devastating to every corner of the global financial markets. 

And so we meet again here on Capitol Hill in 2002. The current market crisis, like others before it, has 
parts of its genesis in the derivatives arena, that murky corner of the securities industry where futures, 
options, swaps, warrants and convertibles are the vehicles of choice. 

And it’s bigger than ever. The notional amount of derivatives in insured commercial bank portfolios was 
recently estimated at $40-50 trillion dollars. 

Yet despite its size, the derivative market is largely opaque and unregulated, a fertile field for those 
looking to create the latest legal loophole. 

Let’s explore what happened with Enron for a minute, and how derivatives fueled the fire. 
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Using derivatives and off-balance sheet special purpose entities, Enron in some cases allegedly used 
“pre-paid” transactions that were really debt and made them look like revenues. Also using derivatives, 
Enron bought and sold energy contracts of the same amount, at the same price, on the same day. Their 
purpose? - To create the illusion of volume. These transactions were legal in the unregulated OTC 
energy trading markets, but would have been illegal in the listed commodities market where they would 
have been considered “wash sales.” 

In short, the deregulation of the energy markets coupled with the use of derivatives enabled the phony 
energy trading. All to create the illusion of activity and revenues; when, in reality, no real economic 
activity was being. conducted by these "trades.” 

This not only affected Enron, but many other well established, old-line energy companies, which joined 
the fray as counter parties. There are at least a dozen formerly solid utilities that traded in this market. 
Many of them have had to eliminate or reduce dividends and have seen their stock prices drop 
precipitously. Many of their shareholders were not aware of the risk these companies incurred. They 
counted on the dividends. 

One of the reasons so many other entities were hurt is the speed with which Enron went under. 
Significantly, it was the terms of Enron's bonds that caused this quick collapse, in particular the debt 
triggers that were in place. Under the bonds’ indentures, changes in certain conditions -- like asset 
coverage, earnings results, credit rating downgrades — put the bonds in violation of the terms in the 
indenture. In some cases the bonds became due and payable once these debt triggers were activated. 

Yet with so much of Enron’s activity taking place in off-balance sheet special purpose entities, no one had 
any way of knowing the risks that Enron - and all the companies that did business with it -- were 
undertaking. In many cases, the terms of these bonds were simply not publicly available. 

And Enron was not alone. Many telecom companies entered into swaps. Their companies and bonds 
have also collapsed, causing losses of hundreds of millions of dollars to public pension plans. 

What should we make of all this from a regulatory perspective? 

We know that the last three market downturns can all be traced to movement in the derivatives field. In 
1987, it was portfolio insurance and program trading. In 1998, it was Long Term Capital Management 
and the foreign exchange markets. And in 2001 it started with Enron energy trades and off-balance-sheet 
special purpose entities. 

And we should note that regulatory responses to the first two did nothing to stop the third. And I’m afraid 
nothing we do today can prevent the next debacle, unless we address the core problems, which are the 
lack of management accountability and the lack of transparency of these new financial tools. This 
financial engineering permitted the illusion of economic activity. Is there any wonder why investors do not 
trust the system? 

Attempts to restore the system to health or prevent further crisis with regulations alone will fail. The 
professionals who create these schemes must be accountable. Sure, the SEC and accounting oversight 
board can shut down specific transaction types, but whatever they do will undoubtedly become obsolete 
over time. 

I spent the better part of five years as the Superintendent ‘of Banking of New York State and learned 
something very important: 

Regulations pertaining to financial products have never been able to stay ahead of fast-moving, new 
technology. The advent of ever more complex financial products and investment vehicles are created 
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and promoted by accountants, banks, lawyers and corporate financiers. Time and again, such new 
products have allowed companies to operate and influence reported earnings using legal loopholes made 
possible by financial engineering. 

And it must be said that these tools have their legitimate uses. We should not be in the business of stifling 
new types of trading and finance. So rather than crafting new regulations covering off-balance-sheet 
special purpose entities and other specific transaction types, our focus should be on assigning 
accountability within our public corporations, providing investors with more information, and demanding 
principled behavior from our financial institutions. The penalties must be commensurate with the abuses. 

For instance, the SEC has implemented new regulations that require that officers and directors report 
trades within two or three days, including those facilitated with derivatives, which up to now have not had 
to be reported on a timely basis. And, of course, CEOs and CFOs of public companies must also now 
certify in a signed declaration that the company’s financial reporting is correct. 

However, we must go further to bring greater accountability and transparency, because I really believe 
many of the dubious transactions of the sort we are considering today cannot stand public scrutiny. 

First, I would recommend that the certification statement be strengthened so that officers must certify that 
their financial disclosures “reflect economic reality.” And that certification must cover any transaction that 
was created for the purpose of having an effect on reported earnings, whether it’s on or off the balance 
sheet. 

Second, I would propose greater transparency or regulation of the derivatives industry and loan 
transactions involving derivatives, especially those involving banks and investment banks as counter 
parties. Towards that end, I would suggest that we try to bring more people with a trading background in 
derivatives into our regulatory agencies. The SEC should work closely with the federal and state bank 
regulators. 

Third, we must address the leverage issue in the derivatives market. We have international bank 
regulations and will have international accounting standards in the future. Global margin requirements 
could help rein in some of the leverage abuses now taking place in the derivatives area. The U.S. should 
take the lead in establishing global margin and reporting regulations for securities and derivatives. 

Fourth, I would suggest that complete terms of bond indentures, especially debt triggers, be listed in 
schedules available on request or preferably on companies’ web sites, even if they pertain to off balance 
entities. 

And finally, we must demand that the corporate finance industry adopt and abide by some basic 
principles. Certainly, transactions for their clients should have an easily understood and genuine 
business purpose. Structured finance - even at its most aggressive - should not be employed to 
circumvent the intent of our securities and tax laws. Commercial and investment banks should have 
review panels in place to ensure that every deal adheres to such basic principles. 

Certainly, there is much in the transactions you have brought to light today that must be considered by 
our regulators - the SEC, as well as those overseeing banking at the state and federal level. I hope as 
they do so they can be guided in part by some of the ideas outlined above. 

Thank you very much for your attention. 
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Introduction 

Thank you for the opportunity to testify on the continuing efforts of Federal Reserve 
supervisors to address issues emanating from the excesses of the recent credit cycle, including 
large corporate defaults and accounting irregularities. I would like to note that my testimony 
today reflects the views of Federal Reserve supervisory staff, and not necessarily those of the 
Board of Governors. 

The focus of today’s hearing on how complex structured financial products provided by 
banks and other financial institutions may have been used by their customers to obscure financial 
statements and hamper sound analysis by creditors and investors, or to engage in questionable or 
improper tax strategies, is timely. Events of the past year, such as the bankruptcy of Enron, have 
focused attention on the need for strong risk management, sound accounting, improved 
disclosures, and more active corporate governance to avoid the kinds of losses that have been 
costly both in human and economic terms. Efforts to improve accounting standards and enforce 
greater accountability from corporate officers have led to important reforms that should improve 
the meaningfulness and integrity of financial statements. 

For its part, the Federal Reserve has been reviewing bank participation in the types of 
structured finance activities that have raised significant legal and accounting questions. As we 
complete the necessary fact-finding and collaborate with other functional and primary regulators, 
we will follow up with individual institutions with regard to any appropriate remedial actions. In 
response to these incidents, we have already revised our examination plans for larger institutions 
to focus on these particular areas of concern. We are also considering additional supervisory 
guidance and refinements to our examination and regulatory policies and procedures. 

With many new products and innovations, excesses in how products are used emerge 
over time, particularly during periods of lengthy expansion as we have experienced in the past 
decade. Downturns uncover weaknesses and provide die opportunity to implement reforms and 
incorporate them into ongoing practice. In this sense, the U.S. financial system is going through 
an evolutionary process that if managed properly by its participants could result in milder 
fluctuations of performance in the future, though new manifestations of risks will undoubtedly 
emerge that will test institutions once again. It is usually the risks that were not clearly apparent 
at the time they were undertaken that are the most costly. Otherwise they would have been 
avoided or minimized beforehand. 

In that regard, banking organizations are actively responding to recent events. From past 
credit cycles, they have learned the importance of diversification of credit risk and strong capital 
and reserves, which has paid off recently in much milder levels of credit problems than in the 
previous recession. However, in this credit cycle banking organizations are now recognizing, 
like many institutions, that some customer relationships can carry much greater credit, legal and 
reputational risks than originally anticipated. Management is recognizing the need to evaluate 
the soundness not only of individual transactions, but the effect of the sum total of the customer 
relationship on the organization’s overall risk. They now have a greater appreciation for the 
importance of maintaining strong due diligence and of enhancing the legal vetting of transactions 
by qualified experts. Banking organizations must actively evaluate and incorporate lessons 
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leamed from the recent credit cycle to ensure their risk management systems remain relevant to 
the challenges before them now and throughout the next decade. 

In addition, bank supervisors are reviewing and enhancing their procedures for 
addressing the new ways risks are presenting themselves to banking organizations. I will discuss 
both our supervisory expectations for banks involved in transactions such as those that have 
recently received much attention, as well as how we are considering amending our procedures 
and focusing our supervisory reviews. 

Role of Supervisors 

At the outset, it is important to provide some background on the Federal Reserve’s role as 
supervisor of financial institutions and our relationship with other supervisory authorities in 
carrying out our responsibilities. The primary focus of the Federal Reserve’s supervision is 
ensuring an institution’s safety and soundness, as well as compliance with banking and consumer 
laws and regulations, in a way that protects the deposit insurance fund and the consumer, while 
promoting stability of the financial system. To accomplish these goals, the Federal Reserve’s 
examination program focuses on evaluating the overall adequacy of an institution’s internal 
controls and risk management systems as benchmarked against not only regulatory standards and 
expectations, but also against the evolving practices of well managed firms. To ensure those 
systems are functioning properly in practice, examiners review selected transactions across 
business lines to identify whether policies and procedures are being followed. 

As part of this risk-based approach to supervision, examiners focus primarily on areas 
posing the greatest risk to the institution, particularly credit risk. In their review, examiners 
assess the adequacy of a bank’s credit risk analysis and identify whether appropriate due 
diligence has been followed in evaluating other market or legal risks associated with the 
transaction. In addition to traditional financial analysis, a bank’s evaluation of credit risk also 
includes an assessment of the trustworthiness of the borrower and the reliability of the financial 
statements. In the case of more complex transactions, examiners seek to determine whether the 
banking organization has a process in place for obtaining its own appropriate legal, tax and 
accounting approvals. As part of the approval process, the bank is expected to gain reasonable 
assurance that the customer understands the transaction and has the type of legal, tax, accounting 
and control infrastructure within its corporate governance that is suitable for complex 
transactions. During the review, examiners do not perform an independent legal, tax or 
accounting analysis of the transaction from the customer’s perspective. Examiners are not 
qualified to perform such a review and, moreover, it would be inappropriate for them to do so in 
their role as bank supervisors, by straying into matters that are the responsibility of corporate 
management outside of regulated financial institutions. 

In carrying out its responsibilities, the Federal Reserve coordinates its supervisory 
activities with other federal and state banking and securities agencies, such as the Office of the 
Comptroller of the Currency (OCC) and the Securities and Exchange Commission (SEC), other 
functional regulators, and the bank regulatory agencies of other nations. As mandated by statute, 
the Federal Reserve relies as much as possible on the supervisory efforts of an institution’s 
primary bank supervisor and nonbank functional regulators to ensure that risks are maintained at 
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acceptable levels. For example, if in the course of their review examiners have reason to believe 
that a bank is engaging in questionable activities that might relate to a possible violation of 
securities laws, then supervisors would refer those matters to the SEC, as the primary interpreter 
and enforcer of those laws. 

Supervisory Expectations for Banking Organizations 

Some basic principles and expectations for banking organizations guide our work in 
examining complex financial transactions. First, and most obviously, banks must obey the law. 
In particular they must have policies and procedures in place that are followed by their 
employees to ensure that they are in compliance with all applicable laws and regulations with 
regard to a particular activity or product. The laws most commonly applicable include banking, 
consumer, securities and tax laws, whether federal, state or foreign. 

Second, banks should perform thorough due diligence on the transactions they are 
involved in and check with appropriate legal, accounting and tax authorities within their own 
organizations, as well as their outside experts in this area, and also provide appropriate and 
relevant information to their customers. However, banks ordinarily should not be held legally 
responsible for the judgments, actions or malfeasance of their customers. Nor should they be 
required to second guess their customer’s accountants, tax or legal experts or police their 
customer’s activities. Such an expectation would require, inappropriately, banking organizations 
to assume management responsibility for their customers, place potential legal liability on 
banking organizations that would compromise their ability to perform their role as financial 
intermediaries or threaten their safety and soundness, and place significant costs on banking 
organizations to audit the activities of their customers. 

Banks, however, must not participate in activities of their customers that the banks know 
to be illegal or improper. Nor should banks engage in borderline transactions that are likely to 
result in significant reputational or operational risks to the banks. 

Third, the role of banks is to assume and manage all the attendant risks related to their 
activities as financial intermediaries. As banks offer new products and engage in new activities, 
they should evaluate all the dimensions of risks, including credit, market, legal, operational and 
reputational risks, before using such products or undertaking such activities. In addition, in light 
of recent events, banking organizations should be re-evaluating the risks related to both their 
traditional and new products, recognizing that as financial markets and practices change, legal 
and reputational risks may manifest themselves in new ways or in magnitudes not previously 
recognized. Moreover, as practices and products change, banks must build appropriate 
mitigating controls to manage the evolving risk exposures and ensure that a process is in place to 
assess the effectiveness of those controls over time. 

Trends in Structured Finance Markets 

What then are the issues that have been presented to banks and supervisors over the past 
year and what are some of the actions that have been undertaken by supervisors and banks in 
response? First, it may be instructive to discuss the trends that have led to the latest round of 
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reforms and reassessments. Over the past decade, financial markets have grown rapidly and 
innovations in financial instruments have facilitated the structuring of cash flows and allocation 
of risks among borrowers and a range of investors in more efficient ways. Financial derivatives 
for market and credit risk, asset backed securities with customized cash flow features, 
specialized financial conduits that manage pools of purchased assets, among others, have in the 
vast majority of cases served the legitimate business purposes of customers. Significantly, banks 
have played an important role in structuring, arranging or participating in these transactions, 
which have become an essential part of U.S. capital markets - the most vibrant and innovative in 
the world. To the economy’s benefit, the structured finance business has led to a lower cost of 
capital to businesses and consumers, which has helped fuel greater access to credit and longer 
term growth. A good example is the mortgage-backed-securities business, which over the past 
two decades has developed a range of complex and sophisticated structured cash flow products 
that have helped lower the cost of housing finance and improved the range of choices to 
investors. 

At the same time, the more complex variations of these instruments within the world of 
structured finance have placed pressures on the interpretation of accounting rules that were 
established when times were simpler. While new accounting statements, interpretations and 
advisories have been issued in recent years to keep up with these innovations, the staggeringly 
wide variation in features and complexity have severely challenged the ability of traditional 
accounting measures to reflect the underlying economic substance of the transactions. The new 
initiatives by the Financial Accounting Standards Board to address these shortcomings are steps 
in the right direction. 

In addition to diversifying risks and cash flows and reducing the cost of capital, another 
consideration of firms that use banks for structured finance transactions may be the extent to 
which the transactions would affect the appearance of balance sheets to investors or reduce tax 
liabilities, consistent with applicable laws and accounting rules. In a similar way, a chief 
financial officer might choose to lease rather than buy equipment to take advantage of both the 
off-balance-sheet financing characteristics as well as the tax advantages. How such 
considerations might influence a CFO’s selection of traditional or more structured transactions 
will depend both on the economics of the transaction as well as the firm’s particular culture. 
However, choosing an off-balance sheet or leasing alternative in and of itself should not be 
viewed in hindsight as being illegal, improper or deceptive, so long as the transactions comport 
with existing accounting and legal precedents and appropriate disclosures are made in the firm’s 
financial statements. 

In more extreme and less prevalent cases, a transaction with only a nominal commercial 
purpose might be driven by accounting, with some firms aggressively exploiting ambiguities in 
the rules in ways that move the accounting farther and farther away from the underlying 
economic substance of the transaction. These efforts may be designed not j ust to improve 
balance sheet presentations, but also to obscure the firm’s underlying performance and condition, 
while operating within the letter, albeit not the spirit, of the accounting rules. I should note that 
drawing the line between what is a traditional accounting interpretation and what is “aggressive” 
is a sometimes difficult and largely subjective judgment. It is also much easier to detect and 
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criticize these practices in hindsight. The new FASB proposals should provide more guidance in 
drawing this line. 

Finally, in the most extreme cases, inappropriate accounting might be used in conjunction 
with fraud to misrepresent the nature of the transaction. For example, despite the requirement 
that special purpose entities be capitalized with a modest level of outside shareholder’s equity for 
de-consolidation treatment, a firm might use its own employees as nominee shareholders that 
inject the firm’s own money into the subsidiary to receive off-balance-sheet treatment. 

At this point, investor reaction to alleged accounting fraud at Enron and other firms has 
fueled a backlash that is now resulting in both reforms and more conservative practices that are 
contributing to better transparency of corporate financial statements. For example, even in cases 
where firms could structure transactions to meet existing accounting guidelines, some firms are 
choosing to put transactions on the balance sheet to provide the greater transparency and clarity 
demanded by investors. Firms that are suspected of being less than forthcoming with their 
financial disclosures appear to be subject to stiff penalties by the marketplace in the form of 
depressed stock prices and higher borrowing expenses. The call by the SEC and recent 
Congressional legislation for CEOs to certify their financial statements has also helped to ensure 
that transactions in gray areas of accounting are further scrutinized and verified for 
appropriateness. 

Supervisory Responses 

In response to these events, federal and state supervisors are ascertaining the relevant 
facts and circumstances, coordinating with other regulatory bodies, and identifying appropriate 
responses. For its part, the Federal Reserve’s ongoing supervisory activities are focused on 
evaluating how the credit, market, legal and reputational risks related to overall customer 
relationships were managed in practice, and during the transaction testing phase of our 
examinations, understanding the nature and risks of individual transactions. There are several 
transactions that are currently under investigation by the SEC and other enforcement authorities, 
with whom we have strong working relationships and with whom we have conferred on these 
matters. We are continuing to collaborate with them and receive their views and conclusions on 
various matters on an ongoing basis. 

With regard to risk management issues, some early lessons learned have become clear 
and will guide our work going forward. Not surprisingly, the lessons hark back to risk 
management fundamentals. In particular, banks should recognize that a fundamental time-tested 
element of analyzing credit risk, evaluating a borrower’s character, can heavily influence the 
magnitude of losses, even when significant credit risk is not evident from other factors. In 
addition, banks should recognize that although they are not directly accountable for the actions 
of their customers, to the extent their name or product is implicitly associated with their 
customer’s misconduct, additional legal and reputational risks may arise. Such risks may 
ultimately lead to significant costs. If these risks are not recognized and addressed, they could 
affect an institution’s financial health. In short, banks must decide whether to continue a 
relationship with a customer that has not shown good faith or integrity in its dealings with the 
bank or others, given the potential credit, legal and reputational risks. 
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Even more fundamentally, it is also clear that many banks need to strengthen their credit 
risk analysis of investment grade customers by performing more due diligence and independent 
analysis while placing less reliance on third parties. There are undoubtedly many other lessons 
that will come forth as the facts and findings are further digested over time. 

As part of our supervisory review of complex structured transactions, we are assembling 
and evaluating the various findings and observations of our examiners, as well as the conclusions 
of other primary and functional regulators we work with, and identifying any necessary follow 
up. We will provide institutions with feedback through their reports of examination or 
inspection on any identified weaknesses and, if warranted, take appropriate supervisory 
corrective actions, including referrals to other authorities. We will also evaluate the steps banks 
are taking to address deficiencies they themselves have identified as being in need of remedial 
action. The initiation of self-corrective steps is encouraging, but at this stage it is probably too 
early to tell how well reforms laid out on paper will actually perform in practice. 

More broadly, we are considering additional supervisory guidance or regulatory changes, 
especially in the area of structured finance. In this connection, we will also evaluate the range of 
reforms banking organizations are adopting and consider whether there are some sound practices 
that should be adopted more widely within the industry. 

The past year has influenced the thinking of supervisors as well as banks on effectively 
targeting resources toward more vulnerable points within an institution’s risk management 
structure. In particular, it has become clear that in developing the scope of a supervisory review, 
factors used to prioritize reviews should go beyond standard balance sheet measures of risk to 
include a customer’s overall contribution to a business line’s revenue or that of the overall firm. 
These relationships are the ones for which the adequacy of internal checks and balances needs 
most to be tested and perhaps reinforced. In cases where a banking organization becomes too 
dependent on the credit and fee related revenue of individual clients, it may become easier to 
rationalize away information that is suggestive of growing risk or problems. 

Consequently, we have already modified our examination plans for larger banking 
organizations to focus more fully on evaluating the largest customer relationships. These plans 
also cover areas of concern in the structured finance business and an evaluation of the steps 
banks are taking to manage credit, legal, and reputational risks in response to events of the past 
year. 

Conclusion 

In closing, the fallout from the recent round of excesses and large corporate defaults 
appears to be resulting in positive corrective steps by corporations, banks and the capital 
markets. Supervisors must work to ensure that their ongoing supervisory activities reinforce 
these corrective actions and help them to endure over the longer term. At the same time, 
supervisors will be working to maintain their focus on fundamental safety and soundness issues 
at financial institutions. These efforts inciude encouraging banking organizations to strengthen 
their credit risk management practices, to enhance their new product review and approval 
procedures, and to strengthen their overall approach to identifying, managing and controlling 
legal, reputational and other operational risks. If banking organizations, corporations, and 
supervisors are attentive to the lessons learned over the past year and adopt appropriate policies 
and controls, the risk of repeating similar excesses in the coming years should be substantially 
reduced. 
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Introduction 

Chairman Levin, Ranking Member Collins and members of the Subcommittee, I am 
Douglas Roeder, Senior Deputy Comptroller responsible for large bank supervision. Thank you 
for inviting the Office of the Comptroller of the Currency (OCC) to participate in this important 
hearing. 

We share your concerns over the Enron debacle and commend you for holding this 
hearing. What happened to Enron employees, who lost their jobs and their retirement savings, is 
tragic. We also have a concern about the role national banks played in some transactions entered 
into by Enron. As I will discuss, both the banks themselves and the OCC are taking steps to try 
to guard against future occurrences of this type. It is important to keep in perspective, however, 
that the role of bank regulators is only one component of the challenge of preventing the repeat 
of an Enron-like disaster. 

My testimony will address how the OCC supervises large national banks in general and 
complex structured transactions such as those entered into by Enron in particular. For clarity, 
when I refer to complex structured transactions, I mean highly customized financial transactions 
that, often involve a derivative or off-balance sheet component, such as a Special Puipose Entity 
(SPE). I will discuss where we think we should broaden our supervisory focus and strengthen 
our processes and the steps we have taken to do so. I will also describe the OCC’s coordination 
with the Securities and Exchange Commission (SEC), the Internal Revenue Service (IRS) and 
other agencies in cases where we believe there may have been violations of laws administered by 

Statement required by 12 U.S.C. 250: 
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those agencies. My testimony will close with comments on some of the steps the banks are 
taking to improve their own processes. 

Large Bank Supervision 

The OCC is responsible for supervising over 2,000 banks. Some of these banks are 
among the largest banks in the country, indeed the world; they offer a wide array of financial 
services and are engaged in millions of transactions every day. For maximum effect, the OCC 
has dedicated teams of examiners actually residing in our largest national banks. Nonetheless, 
given the volume and complexity of bank transactions, it simply is not feasible to review every 
transaction in each bank, or for that matter every single product line or bank activity. 
Accordingly, we focus on those products and services posing the greatest risk to the bank. 

The first step in risk-based supervision is to identify the most significant risks and then to 
determine whether a bank has systems and controls to measure, monitor, manage and control 
those risks affecting the institution. Next, we assess the integrity and effectiveness of risk 
management systems, with appropriate validation through transaction testing. If we have 
concerns, then we “drill down” to test additional transactions. If this reveals problems, wc have 
a variety of tools with which to respond, ranging from informal supervisory actions directing 
corrective measures, to formal enforcement actions, to referrals to other regulators or law 
enforcement. 
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Resident examiners apply risk-based supervision to a broad array of risks, including 
reputation risk and transaction risk. Because historically, it is credit risk that has posed the 
greatest threat to safety and soundness of banks and indeed, the banking system, bank 
supervisors have devoted significant attention to the supervision of credit risk. The case of 
Enron demonstrates just how significant other types of risk can be to the operations of a large 
financial institution. 

As a result of this experience, the OCC will refine its approach to supervising aspects of 
bank operations that may cause reputation, litigation and other operational risks in the area of 
complex structured transactions. Banks have also learned from this experience. As a result, 
they have tightened their procedures and controls. I will discuss both of these developments in 
greater detail below. 

OCC Policies and Procedures for Complex Structured Transactions 

Complex structured transactions, such as those entered into by Enron, are generally 
offered at only a small number of large banking companies, although other companies may 
conduct isolated transactions. Our supervision of complex products focuses on a bank’s ability 
to manage the relevant credit, market and transactions risks. Within the context of our risk-based 
supervisory approach, we believe we can enhance our supervision of complex structured 
transactions to better assess the broader risks inherent in those activities. To understand these 
planned supervisory changes, it is useful to start with the OCC’s policies for dealing with 
complex structured transactions and then describe how we intend to enhance them. 
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As I mentioned previously, the types of transactions engaged in by Enron generally 
involved some type of derivative or off-balance sheet product, often an SPE. While derivatives 
(and SPEs) serve many legitimate purposes and have resulted in more efficient markets and 
enhanced the safety and soundness of our financial system, they, like any other tool, can also be 
misused. The OCC’s Risk Management of Financial Derivatives explicitly addresses derivatives 
products and provides guidance for examiners to follow when evaluating a bank’s risk 
management system for complex structured transactions. In the wake of Enron, we have asked 
ourselves how our current approach could be enhanced. We have identified several areas where 
we believe enhancements are warranted. 

New product approval. OCC’s evaluation of new product approval begins with and 
assessment of the bank’s process. Our examiners evaluate the bank’s system for ensuring that 
responsible senior managers approve new product offerings and that risk management reports 
adequately capture such products. We direct bankers to ensure that adequate technical 
knowledge and financial resources are in place before offering new products or services, and we 
emphasize the importance of a robust control environment that includes sign-off by all members 
of relevant areas such as: risk control, operations, accounting, legal, audit, and senior line 
management. 

Having a sound approval process for new products is essential, but equally important is 
the definition of new products. The reputation risk, including potential legal or regulatory 
action, to which a bank exposes itself if it engages in questionable new products can be 
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significant. Our current policies provide that when bank management is deciding whether or not 
a product must be routed through the new product process, it should consider various factors: 
structure variations, pricing considerations, legal and regulatory compliance, and market 
characteristics. When in doubt as to whether a product requires vetting through the new product 
approval process, we advise bank management to err on the side of conservatism and apply the 
process to the proposed product or activity. 

Going forward, we will sample more extensively transactions going through the new 
products approval process. In particular, we will check on whether banks are following their 
own processes and whether proper review and authorization are received prior to engaging in 
complex structured transactions. 

In addition, we are considering whether an amendment to our safety and soundness 
guidelines, which are part of our part 30 regulations, is in order. These interagency guidelines 
set out minimum safety and soundness standards for banking activities including: internal audit, 
credit underwriting, loan documentation, and internal controls. Violation of a guideline can 
result in a bank having to prepare and submit a compliance plan, or it can result in a regulator 
taking an enforcement action. We are discussing with our sister banking agencies whether to 
revise these interagency guidelines to address more specifically board and senior management 
responsibilities for the approval and oversight of corporate strategics, business plans and 
approval of new products that involve transactions such as complex structured products. 
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Customer appropriateness. While a given product may be approved through the new 
product approval process as an activity acceptable to the bank’s board and senior management, 
the bank must also carefully consider the appropriateness of complex structured transactions for 
any particular client. In testing such controls, our focus has been on how well the bank assesses 
the sophistication of the customer. To that end, our examiners look at the bank’s assessment of 
the nature of the customer’s business and the purpose of the customer’s derivatives activities. 
They review the bank’s evaluation of the possibility that a customer does not understand a 
transaction or that the transaction is inconsistent with the customer’s policies, thereby inhibiting 
the customer’s ability to perform under the terms of the contract. To make this assessment, 
examiners review a sample of credit and marketing files to determine whether the files contain 
sufficient information to understand the risks the customer is attempting to manage, the types of 
derivatives expected to be used, and the overall impact on the customer’s financial condition. 

In testing a bank’s controls on customer appropriateness, we will enhance our process 
and consider not only whether the bank has assessed the customer’s ability to understand the 
transaction and to perform under the terms of the contract, but also if bank management 
understands the purpose and the customer’s disclosure/accounting intent, so the bank does not 
become embroiled in questionable practices engaged in by its customers. We will test 
compliance with new policies and procedures, including policies regarding customer disclosures 
of material financings, and review audit’s plans and performance. 

Bank management involved in structured finance bears crucial responsibilities. 
Independent risk management personnel should be involved in the review of any transactions 
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that appear to “push the envelope” and may expose the bank to undue risk. When in doubt, bank 
management should apply additional scrutiny, for example, obtaining opinions from bank 
counsel or accountants. While it is not realistic for banks to be responsible for how customers 
account for transactions on their own financial statements, where uncertainty continues to exist 
regarding business needs or whether a transaction meets required standards, it is incumbent on 
bank management to carefully consider their actions and the potential impact on the bank and to 
decline to participate in transactions that do not meet the standards of integrity that the bank has 
established. 

Large Relationships. We think it is important that bank management has established 
controls that encompass the total relationship the bank has with its large customers. We plan to 
sample large relationships (even if credit risk is low) and “flag” structured products during our 
credit work for potential further review. We expect that this will involve using a cross-functional 
team of examiners to assess credit, price, compliance and reputation risk associated with 
approved complex structured transactions. Competitive pressures are a natural part of any 
business environment, but care must be taken to assure that line managers eager to retain or 
expand business with important customers don’t cross the line and jeopardize the trust and 
credibility that form the foundation of a bank. The lost business, diminished market 
capitalization and increased funding costs that a bank may suffer if financial market participants 
lose confidence in a bank’s control structure can significantly outweigh actual financial losses 
arising from direct exposures to the customer in question. 
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Cooperation with Other Agencies 

Enron and other corporate governance scandals have revealed some weaknesses in our 
nation’s accounting rules and in the oversight of the accounting profession. The Sarbanes - 
Oxley Act is a crucial response to those shortcomings. The Securities and Exchange 
Commission is in the process of adopting and amending regulations to carry out the Sarbanes - 
Oxley Act and the new Public Company Accounting Oversight Board has vital new 
responsibilities to oversee accounting standards and the accounting industry. These changes 
should go a long way toward addressing the weaknesses in our accounting regime and corporate 
governance that allowed Enron to happen. 

For our part, in addition to our direct supervisory responsibilities under the federal 
banking laws, we work cooperatively with many other federal agencies and law enforcement. 
These include the other federal banking agencies, the SEC and the IRS, and also National 
Association of Securities Dealers, Federal Trade Commission, Federal Trade Commission, the 
Department of Labor, Department of Justice, the Federal Bureau of Investigation, and the Secret 
Service. When we become aware of information that indicates a national bank may have 
violated a law or regulation under the jurisdiction of another agency, we make referrals to that 
agency. We cooperate, as needed, if the agency determines to pursue the matter. The 
cooperation may entail providing documents, information and expertise, and making OCC 
examiners available to serve as witnesses in criminal trials and enforcement proceedings. When 
other agencies refer to the OCC potential violations of banking law, the OCC will investigate and 
take enforcement action, as appropriate. In addition, pursuant to OCC regulations, national 
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banks file tens of thousands of suspicious activity reports with federal law enforcement agencies 
each year. 

Focusing on the SEC, for example, the OCC has referred violations of federal securities 
law to the SEC and cooperated in SEC investigations. Similarly, we have received referrals and 
information from the SEC concerning infractions of banking laws. Our agencies have shared 
information concerning potential violations of law from examinations or inspections and from 
investigations, and OCC examiners have served as witnesses in SEC enforcement actions. In 
appropriate situations, we have coordinated our enforcement efforts and brought simultaneous or 
joint enforcement actions. The OCC and SEC also participate together in working groups, such 
as the National Interagency Bank Fraud Working Group and the Interagency Working Group on 
Financial Markets, which provide opportunities to share concerns and discuss matters of mutual 
interest. 

Actions Taken by the Banks 

The recent series of corporate scandals at Enron and other large corporations has served 
as a wake-up call for the corporate world, including banks. Whether or not they were involved 
with Enron, the banks that offer complex structured transactions realize that they can suffer great 
harm if they become embroiled in questionable activities engaged in by their customers. As a 
result, all have taken steps to improve their internal controls of complex structured transactions 
and SPEs. 
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Some banks have made changes to management, established new oversight committees, 
developed new policies and/or procedures, tightened controls, improved internal reporting to 
management and the Board and improved disclosures. Other banks have centralized the process 
for establishment, use and management of SPEs and conducted separate audits to review SPE 
activities. 

Banks also have strengthened their review and approval processes for complex structured 
transactions in several ways. First, they too have realized how critical the definition of new 
products is to the new product approval process, and as a result they have expanded the 
definition of nonstandard products that require approval. Second, they have enhanced the 
approval process to provide for a broader range of senior level management review from various 
areas of the bank, including, audit, compliance and legal. Third, banks are putting a greater 
focus on assessing customer motivation and appropriateness. Fourth, banks are implementing 
broader review procedures, which include securing representations from customers regarding 
disclosures and accounting treatment, and defining strict reporting standards with which 
customers must comply in order to obtain a structured product. 

We believe these are all positive steps toward strengthening internal processes. We will 
evaluate the changes banks have made and will continue to monitor and assess these reforms as 
they are implemented. In our assessments, we are reviewing committee structures, charters, 
minutes and, most importantly, actions taken by management under the new control structures. 
We continue to sample complex structured transactions to ensure they receive appropriate 
approval, and to review regulatory capital treatment of these products to ensure capital 
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requirements are being applied appropriately. We have also reviewed special audit repons and 
Board presentations on SPEs to assess uses, risk, control systems and audit recommendations. 

Progress has been made, but we believe that it is too early in the process to identify the 
full package of appropriate practices with respect to complex structured transactions. It takes 
some period of time to evaluate how well new policies and procedures will actually work in 
practice. To the extent that additional formal guidance from bank regulators is appropriate, we 
would expect to develop such guidance with our colleagues at the Federal Reserve Board and the 
FDIC. 

Conclusion 

The Enron debacle has indeed been tragic. No one wants to see its circumstances 
repeated. While it is important to keep in perspective the role of bank regulators, we think there 
are steps we can take to improve our oversight of complex structured transactions. Similarly, the 
banking industry has recognized it can do a better job. We will continue to refine our processes 
for assuring that banks have, and follow, proper policies and procedures for dealing with all the 
risks involved in complex structured transactions. 

Thank you once again for inviting the OCC to testify at this important hearing. I will be glad to 
answer any questions. 
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The Securities and Exchange Commission (“SEC” or “Commission”) is pleased 
to submit this written statement about our efforts to monitor the use of and promote 
transparent financial reporting for structured finance transactions. 1 

Structured finance plays an important role in the modem business environment. 
When used properly, it can provide needed liquidity and funding sources, investment 
opportunities, and can facilitate risk dispersion. There are numerous participants in any 
structured finance transaction. The principal actors in the transaction are, of course, a 
company and its counterparties, which can include various combinations of financial 
institutions and intermediaries. Investors also act as principals, but most transactions are 
brought to investors and not designed by them. Each principal player also brings to the 
deal table advisors representing many disciplines, including accounting, tax, legal, and 
valuation services. A regulatory framework and infrastructure, again with many 
components, surrounds each transaction and can affect the various players. These 
components involve regulators such as the various banking regulators, the Internal 


For purposes of this testimony, the use of the term “structured finance 
transactions” is not limited to asset backed securities. 
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Revenue Service, and the SEC, the accounting standard setters, and various professional 
bodies that maintain codes of conduct and other professional standards for their 
disciplines. 

Each of the various components in the regulatory framework plays a crucial role 
in maintaining confidence in our financial markets. This is especially evident in the use 
of structured finance transactions, which, notwithstanding the benefits noted above, have 
at times been used inappropriately to achieve a specific accounting or tax result or 
provide “window-dressing” for financial statements. Sometimes this inappropriate use 
has been achieved only by violating existing regulations or accounting standards. 

It is important to note that the Commission’s statement will relate to the 
Commission’s recent and ongoing efforts related to structured finance transactions, as 
well as to completed investigations and enforcement cases in this area. The Commission 
does not comment on specific ongoing investigations or enforcement actions. 

This statement will describe the role of the SEC in the regulatory framework that 
surrounds structured finance transactions. It will begin by describing the primary mission 
of the SEC, and providing some context as to how that mission fits within the overall 
regulatory framework. The statement will then discuss the relevant activities of the 
Commission’s Divisions and Offices to regulate structured finance transactions . 2 

The Commission’s Role in the Markets and Financial Reporting 

The primary mission of the SEC is to protect investors and maintain the integrity 
of the securities markets. In this effort, the Commission is responsible for administering 
the federal securities laws. The Commission does not have authority to approve or 
disapprove various securities transactions on their merits. Rather, the Commission’s 
primary job is to ensure that companies properly account for and fully disclose material 
transactions and fully inform investors of their impact on the company’s financial 
condition so that investors can make informed investment decisions. This system is 
designed to maintain market transparency. It allows market forces rather than regulatory 
controls to determine what securities transactions occur and at what prices a company’s 
securities will trade. Without full and fair disclosure, markets cannot assign an 
appropriate value for the securities of public companies, whether they are large or small 
companies, or financially-stable or financially-troubled. 


The Committee’s letter of invitation also asks for an evaluation of the “post-Enron 
reforms put in place by Citicorp, JP Morgan Chase, and other financial 
institutions and to develop guidance on best practices in the U.S. financial 
industry to prevent involvement in misleading or improper structured finance, 
accounting or tax transactions.” While the Commission, in general, supports 
private parties’ efforts to improve their internal compliance practices, it would be 
inappropriate for the Commission to comment on these companies’ particular 
policies while the Commission’s Enron investigation is continuing. 
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The SEC also oversees key participants in the securities market, including stock 
exchanges, broker-dealers, investment advisors, mutual fends, and public utility holding 
companies. Here again, the SEC is concerned primarily with protecting investors who 
interact with these various organizations and individuals. 

Crucial to the SEC's effectiveness is its enforcement authority. Each year the 
SEC brings between 400-500 civil enforcement actions against individuals and 
companies that violate the securities laws. Typical infractions include insider trading, 
accounting fraud, and providing false or misleading information about securities and the 
companies that issue them. 

Many of the Commission’s efforts are focused on protecting investors by 
requiring fell and fair disclosure of material information about publicly-traded securities. 
Full disclosure ultimately benefits both investors and the capital markets. By enhancing 
investors’ confidence in the completeness and accuracy of information about public 
companies, these fell disclosure requirements encourage investor participation in the 
capital markets. This fell and fair disclosure necessitates transparent financial reporting, 
a concept elaborated on in the discussion of the activities of the Office of the Chief 
Accountant. 

The SEC’s Enforcement Authority and Relevant Activities 

The SEC has significant powers to investigate possible violations of the federal 
securities laws and to enforce those laws through civil actions in federal court or before 
an administrative law judge. In its federal court actions, the Commission seeks 
injunctions; a person who violates an injunction is subject to fines or imprisonment for 
contempt. In addition, the Commission often seeks civil money penalties and the 
disgorgement of ill-gotten gains. Both the courts and, pursuant to the Sarbanes-Oxley 
Act, an administrative law judge may also bar or suspend individuals from acting as 
corporate officers or directors. Also, the Commission can bring both civil and 
administrative actions against broker dealers in a variety of contexts. Further enhancing 
its enforcement authority in this area, the Commission can charge such regulated entities 
for failing to supervise their employees, including salespersons and broker-dealers. 

While the SEC has civil enforcement authority only, it works closely with various 
criminal law enforcement agencies throughout the country to develop and bring criminal 
cases when the misconduct warrants more severe action. 

In the aftermath of Enron's collapse, the SEC initiated and is continuing to 
conduct an enforcement investigation to identify violations of the federal securities laws 
that may have occurred, and those who perpetrated them. The Commission to date has 
charged two former Enron officers with fraud based on their participation in transactions 
designed to mislead investors about Enron’s financial results. The Commission’s 
investigation is continuing and the Commission’s Division of Enforcement continues to 
work diligently and vigorously with the Justice Department’s Enron Task Force to make 
sure that all those responsible answer for their misdeeds. Any further information 
relating to that investigation is nonpubiic at this point. The public can have fell 
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confidence, however, that our Division of Enforcement is conducting a thorough 
investigation and that the Commission will redress any and all wrongdoing and 
wrongdoers. 

As a general matter, however, the Committee may find several aspects of the 
Commission’s authority particularly relevant to its interest in the regulation of financial 
institutions that structure transactions that may be used by public companies engaging in 
improper financial reporting practices. . ~ .. 

First, the Commission has clear authority to proceed against public companies 
that file false information as part of their financial statements. Such conduct is 
potentially subject to various provisions of the federal securities laws, including the 
requirement that companies’ filings with the SEC be materially complete and accurate 
and the SEC’s general antifraud authority. The Commission brings numerous actions - 
163 this past fiscal year — based on false and fraudulent financial reporting and 
disclosures. Among these was an action the Commission recently brought against a 
public company for, among other things, using an undisclosed off-balance sheet special- 
purpose entity to dramatically overstate the company’s cash flow from operations. 3 
Cases like this make clear that public companies using off-balance sheet special-purpose 
entities must ensure not only that their accounting treatment complies with generally 
accepted accounting principles (“GAAP”), but also, that they have accurately portrayed 
the economic substance of the transactions. 

Second, the Commission has explicit statutory authority not only to proceed 
against primary violators of the federal securities laws, but also against aiders and 
abettors of those violations. 4 The Commission aggressively employs this authority. In 
addition, the Commission also may order any person who is or was a cause of a violation 
of any provision of the Exchange Act, due to an act or omission the person knew or 
should have known would contribute to the violation, to cease and desist from causing 
such violations. A person may be a cause of a non-scienter based violation, such as a 


See In the Matter of Dynegy, Inc., A.P. File No; 3-10897 (September 24, 2002). 
Dynegy settled this case, without admitting or denying the Commission’s 
findings, by agreeing to, among other things, 'a cease-and-desist order and a $3 
million fine. 

Most notably, as added by the Private Securities Litigation Reform Act of 1995, 
Section 20(e) of the Exchange Act provides that “any person that knowingly 
provides substantial assistance to another person in violation of a provision of this 
title, or any rule or regulation issued under this title, shall be deemed to be in 
violation of such provision to the same extent as the person to whom such 
assistance is provided 15 U.S.C. §78t(e) (emphasis added). 
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reporting violation, through negligent conduit that contributes to the violation. 

Intentional or reckless conduct is not required. 5 

In this regard, in a recent case, the Commission found that a public company 
called Ashford.com had improperly deferred $1.5 million in expenses under a contract 
with Amazon.com, causing Ashford.com to materially understate its marketing expenses 
and allowing the company to report a pro forma net loss that was less than analyst’s 
expectations. The improper deferral resulted from the settlement of a dispute with 
Amazon.com using two separate documents that were prepared by Amazon.com at 
Ashford.com's request. Ashford.com subsequently failed to disclose one of the two 
documents to its auditors. The Commission found, based on this and other conduct, that 
Ashford.com had violated the reporting and antifraud provisions of the securities laws. 
The Commission also found that Amazon.com was a cause of Ashford.com’s reporting 
violations. 6 

Another weapon against secondary actors — available to both the Commission and 
private litigants — is the fact that there can be and often is more than one primary violator 
in any securities fraud. The parameters of this doctrine are still uncertain as the federal 
courts are working through the issue of who is a primary violator. The Commission is 
taking an active role in shaping the law in this area by, in appropriate cases, filing briefs 
amicus curiae addressing the liability of such “secondary actors.” 7 

Liability of secondary actors is an issue in the class action litigation pending 
against Enron and numerous secondary actors, including financial institutions, in the 
Southern District of Texas. 8 The Commission filed a motion in that case, as amicus 
curiae, asking for permission to submit its Klein Amicus Brief as guidance to the court on 
the legal question of whether a person who creates a misrepresentation can be liable as a 
primary violator (the Commission’s position) or whether the person must be publicly 
identified as the author of the misrepresentation. The Court granted this motion and the 
matter is under consideration. 


See KPMG, LLPv. SEC, 2002 U.S. App. LEXIS 9119, *25-27 (D.C. Cir. May 14, 

2002 ). 

Both Ashford.com and Amazon.com consented, without admitting or denying the 
findings in the Commission's Order, to cease-and-desist orders. 

See , e.g .. Brief of the Securities and Exchange Commission as Amicus Curiae in 
Klein v. Bovd . 1998 U.S. App. LEXIS 2004 (February 12, 1998), vacated and 
reh’g granted . 1998 U.S. App. LEXIS (March 9, 1998). The Klein Amicus Brief 
was filed by the Commission to inform the full court of the Commission’s views 
on the issues before the court on en banc review. Because the case was settled, 
there was no enbanc decision. 

Newby v. Enron Coin. . Civ. Action No. 13624. 
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Third, and finally, the Commission has a long history of cooperation with the 
federal bank regulators on enforcement matters. The SEC obtains evidence of possible 
violations of the securities laws from many sources; including its own surveillance 
activities, other Divisions and Offices of the SEC, the securities self-regulatory 
organizations, securities industry sources, press reports, and investor complaints. The 
Commission also not infrequently receives evidence of possible violations from other 
regulatory authorities, including the federal bank regulators. In addition, when 
appropriate, the Commission coordinates its investigations with federal banking 
regulators, often resulting in coordinated and global regulatory settlements. 

For example, in a recent case, the SEC took action with respect to accounting 
improprieties by The PNC Financial Services Group, Inc., a bank holding company. The 
Commission's Order found, among other things, that, in violation of GAAP, PNC 
transferred from its financial statements approximately S762 million of volatile, troubled 
or under-performing loans and venture capital assets sold to three special-purpose entities 
created by a third party financial institution, which resulted in material overstatements of 
earnings, among other things. Based in part on this conduct, the Commission found that 
PNC had violated the antifraud and reporting provisions of the securities laws. 9 

At the same time the Commission’s order was issued, the Board of Governors of 
the Federal Reserve System announced that PNC had entered into a written agreement 
with the Federal Reserve Bank of Cleveland to address bank supervisory matters. The 
Commission acknowledged the substantial cooperation provided by the Board in this 
matter. 10 


Without admitting or denying the Commission’s findings, PNC agreed to a cease- 
and-desist order. 

The Committee’s letter of invitation also asks about the SEC’s role in working 
with the Internal Revenue Service “to detect, deter and stop U.S. financial 
institutions or U.S. branches or agencies of foreign financial institutions from 
selling products, offering services, or structuring transactions which result in U.S. 
publicly traded companies issuing misleading or improper tax returns.” The 
Commission, of course, is not authorized to enforce the Internal Revenue Code 
and does not directly play a role in the IRS or the Department of Justice’s 
enforcement of these laws. The Commission does, however, at times come across 
evidence of possible violations of the tax laws in the course of its investigations or 
other regulatory activity. The Commission’s practice is to refer these matters to 
the IRS. In addition, the Commission has often cooperated and worked closely 
with the IRS in investigations of conduct that implicates both the securities laws 
and the U.S. tax laws. For example, the Commission and the IRS closely 
coordinated their investigations of the practice of “yield burning” in the municipal 
securities industry. 
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Recent Rulemaking Initiatives Enhancing Financial Disclosure 

The Chief Accountant is the principal adviser to the Commission on accounting 
and auditing matters. The Office of the Chief Accountant also works closely with 
domestic and international private-sector accounting and auditing standards-setting 
bodies (such as the Financial Accounting Standards Board (“FASB”), the American 
Institute of Certified Public Accountants (“AICPA”), and the recently established Public 
Company Accounting Oversight Board). The Office of the Chief Accountant consults 
with registrants, auditors, and other Commission staff regarding the application of 
accounting standards and financial disclosure requirements, and assists in addressing 
problems that may warrant enforcement actions. 

The Division of Corporation Finance's mission is to see that investors are 
provided with material information in order to make informed investment decisions - 
both when a company initially offers its stock to the public and on a regular basis as it 
continues to give information to the marketplace. The Division also provides guidance to 
companies on SEC rules and forms and proposes new and revised rules to the 
Commission. 

One of the highest priorities in the Office of the Chief Accountant and the 
Division of Corporation Finance is to support the Commission’s various initiatives to 
deliver to investors the information required to make informed investment decisions. 

This includes transparent financial reporting in financial statements and footnotes thereto, 
as well as full and fair disclosures throughout the remainder of a filing with the 
Commission. 

The Need for Transparent Financial Information 

Tremendous emphasis is placed on the price of a company’s stock. Investors’ 
requirements provide the motivation for much of file emphasis. In addition, management 
may have an additional incentive to see that its stock price increases as price increase 
may influence management’s compensation either directly or indirectly. A significant 
factor considered by the market in determining a company’s stock price is its earnings. 
This includes not only the most recent earnings, but also the trend in the past and, more 
importantly, the expected trend in the future. 

In response to the market’s emphasis on earnings, management may have an 
incentive to adopt strategies that produce short-term results at the expense of longer-term 
shareholder interests. Financial engineering can. be one of those strategies. Financial 
engineering occurs when the terms of a transaction or series of transactions are structured 
to achieve a particular result. This often is accomplished through the combination of 
simple instruments and basic structures in a much more complex, interconnected 
transaction. While a transaction may be engineered to achieve a valid business purpose, 
such as reducing the cost of capital or managing risk exposures, it also may be engineered 
simply to achieve a specific accounting result by arbitraging the accounting standards. 

The latter strategy, while creating a desired accounting effect, often will come at a true 
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economic cost in terms of fees and other charges to structure a transaction that complies 
with the accounting rules. 

Financial engineering is sometimes inappropriately used as a synonym for 
structured finance. As noted earlier, structured transactions are not inherently improper. 
They can be used to provide important liquidity resources and disperse risk among parties 
willing to accept it. However, given the overall increased use of structured transactions 
and the potential for their use in arbitrage strategies as window-dressing, investors and 
creditors have begun to focus not only on the amounts and trends of earnings, but also on 
the “quality” of these reported measures. At a conference addressing the quality of 
earnings, one analyst described the highest-quality earnings as “the earnings that can be 
taken right to the bank and deposited,” and which are “replicated every quarter with 1 00 
percent certainty.” 1 1 If a company relies on a structured transaction for a one-time boost 
in earnings or liquidity, or a series of structured transactions to continue a trend, the 
investing public absolutely must understand that when evaluating the company. 
Transparent financial reporting facilitates this evaluation process. 

Transparent financial reporting enables investors, creditors, and the market to 
evaluate the financial condition of a company. In addition to helping investors make 
better decisions, transparency increases confidence in the fairness of the markets. 

Further, transparency is important to corporate governance because it enables boards of 
directors to evaluate management’s effectiveness, and to take early corrective actions, 
when necessary, to address deterioration in the financial condition of companies. 
Therefore, it is critical that public companies provide an understandable, comprehensive, 
and reliable portrayal of their financial condition and performance. If the information in 
a financial report is transparent, then investors and qther users are less likely to be 
surprised by unknown transactions or events. 

Current Initiatives in the Office of the Chief Accountant 

Recently, companies such as Enron, Xerox, and WorldCom disclosed that their 
financial statements were not in compliance with GAAP. It is important to note in these 
cases that the financial reporting model did not necessarily fail. The Commission has 
alleged that these companies, as further acknowledged by their restatements, failed to 
properly apply the financial reporting model. Nonetheless, the existing financial 
reporting model can be improved. This includes both improvements in the underlying 
GAAP accounting, as well as improvements to other elements of the model. 


Comments by Bear Steams analyst Pat McConnell at the “Benchmarking the 
Quality of Earnings Conference” in April 2001 . The conference was jointly 
sponsored by the Financial Executives Institute and the American Institute of 
Certified Public Accountants. 
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There are currently numerous efforts underway within the Commission to 
improve the overall financial reporting model. Since July 30, 2002, our efforts have also 
focused significantly on meeting our responsibilities under the mandates within the 
Sarbanes-Oxley Act of 2002. 

The Commission has several rulemaking initiatives recently completed or 
underway which focus specifically on the nature and quality of financial information that 
is reported to the public. This includes the financial impact of structured finance 
transactions. At the same time, the Commission has been fulfilling its oversight role with 
other private-sector standard setters, including the FASB and the AICPA, and several 
initiatives in those areas will be addressed. 

Commission Rulemaking 

The Commission has adopted, or has proposed, rules related to the quality of 
reported financial information, the reliability of that information, and the timeliness of 
that information. In addition, the Commission has proposed rules to strengthen the 
regulation of the “gatekeepers” of our capital markets, such as accountants and lawyers 
who work with public companies as part of the financial reporting process. Individually 
and in totality, these rules should have a significant effect on the quality and reliability of 
financial reporting and, accordingly, should serve to enhance investor confidence. In this 
statement, we will focus solely on those regulatory actions that directly related to the use 
of structured transactions and the disclosure of these transactions. 

Even before the passage of the Sarbanes-Oxley Act, the Commission was 
communicating with registrants its expectation for more transparent financial reporting. 
These communications included three Financial Reporting Releases issued in December 
2001 and January 2002 addressing pro-forma measures, critical accounting policies, and 
MD&A disclosures. Of particular note in this testimony is Financial Reporting Release 
No. 61 (“FR 61”) issued in January 2002 addressing..MD&A disclosures. 12 Among other 
items, this release provided additional insight into the Commission’s expectations for 
disclosures related to liquidity and capital resources, including off-balance sheet 
arrangements, and the effects of transactions with related and certain other parties. 

FR 61 served as the basis for our recent rule proposal addressing MD&A 
disclosures for off-balance sheet arrangements and other contractual and contingent 
obligations and commitments, as required under the Sarbanes-Oxley Act. 13 The rule is 
expected to address off-balance sheet transactions, arrangements, obligations (including 


“Commission Statement about Management's Discussion and Analysis of 
Financial Condition and Results of Operations” Release Nos.: 34-45321; FR-61 
(January 22, 2002). 

“Disclosure in Management's Discussion and Analysis About Off-Balance Sheet 
Arrangements, Contractual Obligations and Contingent Liabilities and 
Commitments” Release No. 33-8144 (November 4, 2002). 
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contingent obligations), and other relationships of an issuer with unconsolidated entities 
or other persons that have, or may have, a material effect on financial condition, changes 
in financial condition, revenues or expenses, results of operations, liquidity, capital 
expenditures or capital resources. It is important to note that FR 61 remains in effect and 
the proposed rules simply add additional precision to the existing MD&A requirements, 
as the disclosures under the proposed rules would be located in MD&A. The proposals 
would require a registrant to provide, in a separately captioned subsection of MD&A, a 
comprehensive explanation of its off-balance sheet arrangements. The proposals also 
would require registrants to provide an overview of its aggregate contractual obligations 
in a tabular format and contingent liabilities and commitments in either a textual or 
tabular format. FR 61 also addresses MD&A disclosure of relationships and transactions 
with persons or entities that derive benefits from their non-independent relationships with 
the registrant or the registrant’s related parties. 

Oversight of Private-Sector Standard Setters 

The Commission, through the Office of the Chief Accountant, has been exercising 
its oversight role in regards to the private-standard setting bodies. This has resulted in 
significant improvements in several areas of the auditing and accounting standards. 

Until the formation of the Public Company Accounting Oversight Board, the 
AICPA, through its Auditing Standards Board, promulgated the auditing literature used 
by accountants and auditors. 14 In pail as a result of the increased use of structured 
finance transactions and at the urging of the Commission, the AICPA recently addressed 
two aspects of its auditing literature: the issuance of reports by accountants on the 
accounting to be applied to given transactions and the consideration of fraud in financial 
statement audits. In addition, it is working on improvements to the guidance that 
addresses an auditor’s identification and assessment of general risk factors in an audit. 

First, at the request of the Chief Accountant, the AICPA amended Statement on 
Auditing Standard No. 50, Reports on the Application of Accounting Principles, (“SAS 
50”) effective June 30, 2002. A SAS 50 engagement requires the reporting accountant 
(the one issuing the SAS 50 report) to obtain an understanding of the form and substance 
of the transaction, review the applicable accounting standards, consider consulting with 
other professionals or experts, and perform research or other procedures to ascertain and 
consider the existence of creditable precedents or analogies. A “SAS 50 letter” was 
originally intended to serve as a mechanism for obtaining accounting advice or perhaps 
resolving differences between an auditor and client while avoiding “opinion shopping” 
from among different accounting firms. 


After it begins operations, the Public Company Accounting Oversight Board will 
have the authority to set auditing standards for public companies. See Sections 
101 and 103 of the Sarbanes-Oxley Act of 2002. 
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However, over time, SAS 50 letters were used almost as part of the marketing 
literature by financial institutions pitching structured finance products. The SAS 50 letter 
would address the accounting for a “hypothetical transaction” with a given set of facts, 
including the terms of financial instruments involved in the transaction. It would 
represent the reporting accounting firm’s view of the application of the accounting 
literature in that limited set of facts. The SAS 50 letter was then shared with the financial 
institution’s potential customers as a way of saying, “You can get this accounting 
treatment.” The Office of the Chief Accountant was concerned that it was not possible 
for the reporting accountant to know if the final, actual transaction would conform to the 
facts set forth in the SAS 50 report, or whether the potential customer’s continuing 
accountants had reached different conclusions on the same or similar transactions in the 
past As a result, SAS 50 was amended to preclude the issuance of a report on 
“hypothetical transactions.” 

The AICPA has also amended its guidance on the consideration of fraud in a 
financial statement audit by issuing Statement oh Auditing Standard No. 99, 
Consideration of Fraud in a Financial Statement Audit (“SAS 99”). This standard 
supersedes the previous guidance on the consideration of fraud. It requires a more 
expansive consideration of fraud throughout the performance of an audit. Required 
procedures include discussions among the audit team personnel during the planning 
phase of the audit, obtaining information to assess the risk of material misstatement from 
fraud, assessing the impact of an entity’s programs and controls on the risk of fraud, and 
responding to the identified risks in terms of the nature, timing, and extent of procedures 
performed during the audit. It also requires certain documentation of the procedures 
performed and reporting to management and the audit committee. 

Many of the fraud risk factors identified in SAS 99 correspond to business factors 
that could motivate management to inappropriately use structured finance transactions. 
For example, some of the factors identified include: the perceived or real adverse effects 
of reporting poor financial results, the profitability or trend level expectations of analysts 
and institutional investors, and significant portions of management compensation tied to 
operating results. In an audit, the consideration of these factors, coupled with an 
observation that a company has used a structured transaction or unusual series of 
transactions, should cause the auditor to more closely examine the reporting for and 
disclosure of the transaction. 

The AICPA is proposing seven Statements on Auditing Standards to provide 
improved guidance concerning the auditor’s assessment of the risks of material 
misstatement in a financial statement audit, and the design and performance of audit 
procedures whose nature, timing, and extent are responsive to the assessed risks. 15 


Exposure drafts released by the AICPA December 2, 2002 — “Amendment to 
Statement on Auditing Standards No. 95, Generally Accepted Auditing 
Standards;” “Audit Evidence;” “Audit Risk and Materiality in Conducting an 
Audit; Planning and Supervision;” “Understanding the Entity and Its Environment 
and Assessing the Risks of Material Misstatement;” “Performing Audit 
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Additionally, these proposed SASs establish standards and provide guidance on planning 
and supervision, the nature of audit evidence, and evaluating whether the audit evidence 
obtained affords a reasonable basis for an opinion regarding the financial statements 
under audit. In companies where structured transactions are material, these proposed 
changes in the auditing literature should serve to emphasize the auditor’s need to more 
closely examine the transactions in the course of the audit. 

The FASB is a private-sector body that promulgates GAAP. The Commission 
currently looks to the FASB, under the Commission’s oversight, to provide leadership in 
establishing and improving accounting principles used to prepare financial statements 
filed with the Commission. 

The FASB also has underway projects to clarify and strengthen the GAAP 
reporting requirements for key elements related to structured finance transactions. These 
include projects to address the consolidation of and disclosures for special-purpose 
entities and the accounting and disclosures for guarantees: The SEC encouraged the 
FASB to complete these projects on an expedited basis, and as a result, these projects 
were placed on a “fast track,” which is resulting in timely guidance. 

The FASB has spent a considerable amount of its time and effort this year 
developing an interpretation of GAAP as it relates to consolidation by companies of 
special-purpose entities (SPEs). As this subcommittee is aware, transactions involving 
SPEs have become increasingly common. This FASB project is intended to establish a 
model for the consolidation of a SPE where the normal condition for consolidation, 
which is the existence of voting control, is not'present. In addition, the FASB’s proposed 
accounting guidance is expected to require certain disclosures about SPEs and the 
company’s activities with SPEs in instances where SPEs are consolidated by a company, 
and even in instances where a company does not consolidate, but is significantly involved 
with SPEs. 

The FASB has completed its re-deliberations.of this issue and expects to issue 
final accounting guidance early in 2003. In all, we believe the accounting guidance will 
improve financial reporting by companies involved with SPEs. It is also important to 
note, however, that under the Commission’s proposed rules regarding disclosure of off- 
balance sheet transactions, there would be enhanced disclosures of this aspect of 
structured finance transactions whether or not SPEs are consolidated as required under 
the proposed accounting guidance. 

In November 2002, the FASB issued Interpretation No. 45, Guarantor ’s 
Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees 
of Indebtedness of Others. Guarantees often play a significant role in structured finance 


Procedures in Response to Assessed Risks and Evaluating the Audit Evidence 
Obtained;” and “Amendment to Statement on Auditing Standards No. 39, Audit 
Sampling. " 
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transactions. This Interpretation, effective for certain guarantees issued or modified after 
December 3 1 , 2002, requires that guarantees within its scope be recognized at inception 
within the financial statements at fair value. It also requires disclosure of information 
such as the nature and term of the guarantee, events that trigger performance, and the 
maximum potential amount of future payments. 

The FASB is also in the process of amending its guidance regarding the 
accounting for derivatives in Statement No. 133, Accounting for Derivative Instruments 
and Hedging Activities. A key aspect of this amendment process is the definition of a 
derivative, which would impact instruments often associated with structured transactions. 
Recent structured transactions have attempted to classify certain contracts as derivatives, 
such that they were reported as risk management contracts in the balance sheet and the 
related cash flows are reported as cash flows from operations, as opposed to treating the 
contracts as a debt instrument with financing cash flows. The FASB’s amendment 
process will examine how to better distinguish between a derivative contract with an 
acceptable element of financing and a derivative contract with so much financing that it 
should be considered a debt instrument. Prepaid commodity contracts, a recent focus of 
interest, will be among the instruments likely addressed by this project. 

Finally, the FASB’s Emerging Issues Task Force (“EITF”) is addressing several 
practice issues that are relevant to transparent reporting for structured transactions. The 
EITF was established by the FASB to, when possible, quickly address emerging issues 
before they become widespread and before divergent practices become entrenched. 
Recent EITF activities have included the effective rescission of EITF Issue 98-10, 
“Accounting for Contracts Involved in Energy Trading and Risk Management 
Activities,” which had allowed any contract qualifying as an energy trading contract to 
receive fair value, or “mark-to-market,” accounting. 16 Now essentially only energy 
contracts that qualify as derivatives under Statement 133 are accounted for at fair value 
using mark-to-market accounting. Also, the EITF is addressing the issue of when two 
separate financial instruments should be combined and accounted for as if they were a 
single contract. 17 This will also help avoid the misuse of structured transactions where an 
entity may enter into multiple contracts that produce a desirable accounting result when 
entered into and accounted for separately, but where a single contract with the exact same 
economics would produce a less desirable accounting result. 


EITF Issue 02-3, “Issues Related to Accounting for Contracts Involved in Energy 
Trading and Risk Management Activities.” EITF Issues No. 98-10, “Accounting 
for Contracts Involved in Energy Trading and Risk Management Activities,” and 
No. 00-17, “Measuring the Fair Value of Energy-Related Contracts in Applying 
Issue No. 98-10,” and EITF Abstracts, TopicNo. D-105, “Accounting in 
Consolidation for Energy Trading Contracts between Affiliated Entities When the 
Activities of One but Not Both Affiliates Are within the Scope of Issue No. 98- 
10 .” 

Issue No. 02-2, "When Separate Contracts That Meet the Definition of Financial 
Instruments Should Be Combined for Accounting Purposes." 
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It is important to note that while the Commission has looked to the FASB to 
promulgate accounting standards, it retains the authority and responsibility for setting 
accounting standards for registrants. While the final conclusions in the current FASB 
projects at e uncertain, the staff of the Office of , the Chief Accountant is diligently 
monitoring the progress of the projects and communicating with the FASB staff when 
appropriate to ensure the interests of investors are met. 

Working with Banking Regulators 

The Commission has long recognized the need to consult and coordinate with the 
federal banking agencies on matters involvingfinancial institutions that are public 
companies. The Chief Accountants of the Commission and the Federal Deposit 
Insurance Corporation, the Federal Reserve Board, the Office of the Comptroller of the 
Currency, and the Office of Thrift Supervision 'meet periodically to discuss matters of 
mutual interest. These matters include accounting, disclosure, and corporate governance 
issues. The staffs of the agencies communicate on a regular basis both about banking 
industry issues, such as accounting and disclosure issues that affect a number of 
institutions in the industry, and individual institution issues, when it is appropriate to do 
so. The Commission and the federal banking agencies have brought joint enforcement 
actions against particular financial institutions, including those that inappropriately apply 
off-balance sheet accounting. 18 In addition, as required by the Gramm-Leach-Bliley Act, 
the Commission staff consults with the federal banking agencies on comments to be 
issued to public companies related to their reporting of loan loss allowances in the 
financial statements. 

In recent years in particular, the Commission and the federal banking agencies 
have worked cooperatively together to improve financial reporting by financial 
institutions. In 1999, the agencies set up a Joint Working Group to study issues related to 
loan loss allowances. These efforts result in the 2001 issuance by the agencies of parallel 
guidance to improve institutions’ documentation of loan loss allowances. 19 Additionally, 
the Commission staff has been supportive of federal banking agency efforts to assist 
institutions in following GAAP by providing clarifying guidance in the areas of loans 
held for sale and accounting issues affecting credit card operations. 20 Further, the 


See SEC Accounting and Auditing Enforcement Release No. 1597 (July 18, 
2002) (Administrative Proceeding File No. 3-10838) regarding PNC Financial 
Services Group, Inc. 

See SEC Staff Accounting Bulletin No, 1 02 and F ederal Financial Institutions 
Examination Council (FFIEC) “Policy Statement on Allowance for Loan and 
Lease Losses (ALLL) Methodologies and Documentation for Banks and Savings 
Institutions” (July 2001). 

See the “Interagency Guidance or. Certain Loans Held for Sale” (March 2001) 
and “Interagency Advisory on the Accounting Treatment of Accrued Interest 
Receivable Related to Credit Card Securitizations” (December 2002). 
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Commission, the Federal Reserve Board, and the Office of the Comptroller of the 
Currency have supported private sector and regulatory efforts to improve disclosures by 
financial institutions about risk exposures. 21 The Commission fully expects to continue 
to work with the federal banking agencies in these and other areas of mutual interest. 

Inspections and Examinations of Financial Institutions 

The Office of Compliance Inspections and Examinations administers the 
Commission’s nationwide examination and inspection program for registered self- 
regulatory organizations (“SROs”), broker-dealers, transfer agents, clearing agencies, 
investment companies, and investment advisers. The SEC's regulatory examination 
authority does not extend to parent companies or affiliates of SEC -registered entities, 
including banks. However, if compliance, risk management or other information relating 
to the SEC-registered entity is located at a parent company or an affiliate, the SEC 
requests and reviews this information during examinations of the broker-dealer. The 
SEC routinely shares information with banking regulators. 

The Office conducts inspections to foster compliance with.the securities laws, to 
detect violations of the law, and to keep the Commission informed of developments in 
the regulated community. Among the more important goals of the examination program 
is the correction of compliance problems. When the Office finds deficiencies, it issues a 
"deficiency letter" identifying the problems that need to be rectified, requires firms to 
correct the problems, and follows up to ensure corrective action has been taken. Serious 
violations are referred to the Division of Enforcement for formal action. 

Currently, there arc approximately 8,100 broker-dealers, 7,700 investment 
advisers, 1,000 fund groups, and 950 transfer agents registered with the SEC. The SEC’s 
examination staff consists of 688 staff located in headquarters and in the SEC’s regional 
and district offices, 390 staff in the investment adviser/investment company examination 
program and 298 staff in the broker-dealer and SRO examination program. In the fiscal 
year ending September 30, 2002, the SEC examined 659 broker-dealers, 32 SRO 
programs, 1,569 investment advisers, 278 investment company complexes, 2 clearing 
agencies, and 152 transfer agents. 


For example, the agencies supported the efforts of the Working Group on Public 
Disclosure (also known as the Shipley Group) and the Multidisciplinary Working 
Group on Enhanced Disclosure (MWGED) (also known as the Fisher II Group). 
Both of these groups issued reports in early 2001 recommending improvements to 
institutions’ disclosures about their exposures to market, credit, liquidity and other 
risks. Staff representatives of the SEC, Federal Reserve Board, and the Office of 
the Comptroller of the Currency are currently participating in a working group of 
the Joint Forum that is following up on the work of the MWGED to recommend 
further enhancements to disclosures by financial institutions (including firms in 
the banking, securities, and insurance industries). 
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All broker-dealers must be members of at least one SRO such as the NASD or the 
NYSE, and many, typically larger broker-dealers, are members of several SROs, 

Pursuant to the Exchange Act, SROs have examination authority over their member 
broker-dealers and conduct routine cyclical examinations. The Office of Compliance 
Inspections and Examinations regularly inspects SRO programs and operations, including 
the SRO’s examination program. In addition, the Office conducts several types of 
examinations of broker-dealers: oversight examinations of the SRO’s review; special 
purpose examinations that focus on a particular regulatory concern such as anti-money 
laundering or best execution; and cause examinations to respond to concerns that come to 
staffs attention, for example through a customer complaint. 

Most examinations focus on reviewing broker-dealers’ compliance with rules 
governing the sales of securities to retail investors, and with reviewing broker-dealers’ 
compliance with net capital and financial responsibility rules. The SEC also conducts 
special purpose examinations to review broker-dealers’ internal controls and risk 
management systems. This type of review is designed to evaluate the processes and 
procedures that broker-dealers have in place to identify, assess, monitor, and control risks 
to the broker-dealer. These examinations are focused on measures that the broker-dealer 
takes to monitor the overall risks from its operations to the broker-dealer, and do not 
involve a review of specific transactions. Some of the areas reviewed include broker- 
dealers' systems and procedures for monitoring or controlling risk exposure associated 
with proprietary trading, lending to counterparties, and contingency planning in the event 
of a significant business disruption. 


Conclusion 

Thank you for this opportunity to submit this statement for the record of the 
Committee’s hearing on the role of financial institutions in structured transactions. The 
Commission takes the need for clear and transparent disclosures very seriously. We 
intend to continue our vigorous efforts in this area and appreciate your emphasis on the 
need for the transparent financial reporting that is crucial to our capital markets. 
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Beginning in December 2000 and ending in June 2001, Enron engaged in a series of four 
multi-million dollar structured finance transactions known as Fishtail, Bacchus, Sundance, and 
Slapshot. All four transactions related to Enron’s new business venture in pulp and paper 
trading. All four were financed primarily by the Salomon Smith Barney unit of Citigroup 
(hereinafter “Citigroup”) or JPMorgan Chase & Co. (hereinafter “Chase”). The evidence 
demonstrates that Citigroup and Chase actively aided Enron in these transactions, despite 
knowing the transactions utilized deceptive accounting or tax strategies, in return for substantial 
fees and favorable consideration in other business dealings. The evidence also indicates that 
Enron would not have been able to complete any of these transactions without the direct support 
and participation of a major financial institution. 

The information and analysis provided in this report are based upon a bipartisan 
investigation by the U.S. Senate Permanent Subcommittee on Investigations of the Committee on 
Governmental Affairs. The Subcommittee’s investigation included reviewing hundreds of 
thousands of documents from Enron, Citigroup, Chase, Arthur Andersen, and other parties; 
interviewing key personnel involved in the transactions; consulting key federal agencies 
including the Securities and Exchange Commission, Federal Reserve System, Office of the 
Comptroller of the Currency, and the Internal Revenue Service; and consulting a number of 
finance, accounting and tax experts. 

The Subcommittee’s investigation of these transactions continues its examination of the 
role of major U.S. financial institutions in the collapse of Enron Corporation. 1 Just over one year 
ago, on December 2, 2001, Enron declared bankruptcy, ending its status as a leading energy 
company and the seventh largest corporation in the United States. Since then, Enron’s chief 
financial officer, Andrew Fastow, has been indicted for fraud, money laundering, and other 
misconduct. Mr. Fastow’s key assistant, Michael Kopper, has pleaded guilty to fraud and money 
laundering. Enron’s top Western energy trader, Timothy Belden, has pleaded guilty to fraudulent 


1 See Subcommittee hearings, “The Role of the Financial Institutions in Enron’s Collapse” (July 23 and 30, 
2002)(hereinafter “July 23 hearing” and “July 30 hearing”). 
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conduct to manipulate prices in the California energy market. Congressional hearings, including 
by this Subcommittee and the full Governmental Affairs Committee, have presented evidence of 
Enron’s participation in accounting deceptions, price manipulation, insider conflicts of interest, 
excessive executive compensation, and unfair dealing with employees, investors, and creditors. 
Additional criminal and civil investigations by the Justice Department, Securities and Exchange 
Commission, Federal Energy Regulatory Commission, and other law enforcement agencies are 
continuing. 

The purpose of this staff report is to examine four Enron transactions that, like those 
featured in the Subcommittee’s July hearings, demonstrate that U.S. financial institutions are 
designing, participating in, and profiting from complex financial transactions explicitly intended 
to help U.S. public companies engage in deceptive accounting or tax strategies. The evidence 
also shows that U.S. financial institutions and public companies are misusing structured finance 
vehicles, originally designed to lower financing costs and spread investment risk, to cany out 
sham transactions that have no legitimate business purpose and mislead investors, analysts, and 
regulators about companies’ activities, tax obligations, and true financial condition. 

SUMMARY OF TRANSACTION'S 

All four of the transactions at issue in this report involve Enron’s fledgling electronic 
trading business in the pulp and paper industry, a new business venture which Enron was 
developing with the support of Citigroup, Chase, and others. The assets involved in the 
transactions include Enron’s trading book of derivatives and forward contracts to deliver pulp 
and paper products, electronic trading software, online trading operations dedicated to pulp and 
paper trading activity, and certain paper mills and timberlands in the United States and Canada. 
All four transactions reflect efforts by Enron to keep debt off its balance sheet or to manufacture 
immediate returns on its pulp and paper trading business and use these returns to report better 
financial results than the company actually produced in 2000 and 2001 . 

The four transactions can be summarized as follows. 

Sham Asset Sale. The first three transactions. Fishtail, Bacchus, and Sundance, took 
place within an approximate six month period from December 2000 to June 2001. All three 
involved the transfer of assets at inflated values from Enron to special purpose entities (SPEs) or 
joint ventures that Enron orchestrated and, among other problems, established with sham outside 
investments that did not have the required independence or did not truly place funds at risk. 
Moreover, when considered as a whole, the three transactions resulted in a disguised, six -month 
loan advanced by Citigroup to facilitate Enron’s deceptive accounting. In effect, Enron 
transferred its assets to a sham joint venture. Fishtail; arranged for a shell company in Bacchus to 
borrow $200 million from Citigroup to “purchase” Enron’s Fishtail interest, without disclosing 
that Enron was guaranteeing the full purchase price; used the sham sale revenue to inflate its 
year-end 2000 earnings by $1 12 million; and then quietly returned the $200 million to Citigroup 
six months later via another sham joint venture, Sundance. The result was that the three 
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transactions enabled Enron to produce misleading financial statements that made Enron’s 
financial condition appear better than it was. Senior Citigroup officials strongly objected to 
Citigroup’s participation in one of the transactions, warning: “The GAAP accounting is 
aggressive and a franchise risk to us if there is publicity (a la Xerox).” Citigroup nevertheless 
proceeded and played a key role in advancing this transaction, which could not have been 
completed without the funding and active support of a large financial institution. 

Sham Loan. The final transaction. Slapshot, took place on June 22, 200 1 . It involves a 
sham $1 billion loan and related funding transfers and transactions that Chase designed and 
presented to Enron to produce up to $60 million in Canadian tax benefits and up to $65 million 
in financial statement benefits for Enron. 

In essence, the Slapshot transaction cloaked a legitimate $375 million loan to Enron 
issued by a consortium of banks inside a $ 1 .4 billion sham loan to Enron issued by a Chase- 
controlled SPE. Chase provided the extra money for the sham loan by approving a $1 billion 
“daylight overdraft” on a Chase bank account. To eliminate any risk associated with providing 
the overdraft funds to Enron, Chase required Enron to deposit a separate $1 billion in an escrow 
account at Chase prior to Chase’s issuing the sham loan to Enron. Enron obtained the required 
escrow funds by drawing on its main corporate bank account at Citigroup which issued Enron a 
separate $1 billion daylight overdraft. Chase and Enron then circulated Chase’s $1.4 billion in 
“loan” proceeds and Enron’s $1 billion in escrow funds through a maze of U.S. and Canadian 
bank accounts held by Enron and Chase affiliates, ending the transaction when both Chase and 
Enron recovered their respective $ 1 billion overdrafts by the end of the day. 

The end result of the Slapshot transaction was that Enron kept the $375 million provided 
by the bank consortium, and Enron directed its Canadian affiliate to repay the $375 million loan. 
But with Chase’s assistance, Enron also used the Slapshot transaction records to pretend that its 
affiliate had actually received the larger $ 1 .4 billion “loan” and to treat its $22 million loan 
repayments - each of which was actually a payment of principal and interest on the S375 million 
loan- as pure interest payments on the $1.4 billion “loan.” Canadian tax law, like U.S. tax law, 
allows companies to deduct from their taxable income all interest payments on a loan, but no 
payments of loan principal. By characterizing each $22 million loan payment as an interest 
payment on the $1 .4 billion loan, Enron claimed to be entitled to deduct the entire $22 million 
from its Canadian taxes, as well as obtain related financial statement benefits. Five months later, 
however, Enron declared bankruptcy before all the proj ected benefits from Slapshot were 
realized. 2 

Chase was paid fees and other remuneration totaling $5.6 million for allowing Enron to 
use its “proprietary” Slapshot structure and for designing, coordinating, and completing the 
complex transactions involved. A written tax opinion provided to Enron by a Canadian law firm 


2 The current status of Enron’s utilization of the Slapshot structure is unclear; the Subcommittee is awaiting 
Enron’s response to correspondence on this matter. 
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stated that the transaction “clearly involves a degree of risk,” and advocated proceeding only 
after providing this warning: “We would further caution that in our opinion, it is very likely that 
Revenue Canada will become aware of the proposed transactions ... [and] will challenge them.” 
Chase sold similar tax structures to other U.S. companies as well. 

Each of the four transactions examined in this report involved deceptive financial 
structures utilizing multiple SPEs or joint ventures, asset or stock transfers, and exotic forms of 
financing. All relied on a major financial institution to provide funding, complex funds transfers, 
and intricate structured finance deals. In the end, all four transactions appear to have had no 
business purpose other than to enable Enron to engage in deceptive accounting and tax strategies 
to inflate its financial results or deceptively reduce its tax obligations. 


FISHTAIL 

The Facts. The first transaction in the four-part series. Fishtail, 3 took place in December 
2000. This transaction was the first step in a larger plan by Enron to move its pulp and paper 
trading business off its balance sheet into a separate joint venture, sell its ownership interests in 
that venture, and then declare the income from the sale on its 2000 financial statements. The first 
step, Fishtail, called for Enron to contribute its existing pulp and paper trading business - that is, 
its electronic trading software, pulp and paper online trading operation and personnel, and 
existing pulp and paper trading book - to a joint venture with another investor in order to convert 
the business into an equity investment and establish its value. 

Enron, LJM2 Co-Investment, LP (“LJM2"), 4 and Chase participated in the Fishtail joint 
venture which was established on December 19, 2000. To participate in Fishtail, LJM2 (acting 
through an affiliate LJM2-Ampato LLC) formed a new SPE called Annapurna LLC. Enron 
(acting through Enron North America) and Annapurna each held 50 percent of Fishtail’s voting 
shares. 5 Figure 1 illustrates the final structure of the Fishtail joint venture. 


3 The Subcommittee will refer to transactions by the project names that Enron chose. In some instances, 
the participating financial institutions used different nomenclature. Fishtail, for example, was known internally at 
Chase as project “Grinch.” 

4 LJM2 is a Delaware limited partnership which was formed and managed by Enron’s chief financial 
officer, Andrew Fastow, and which functioned as a private equity fund that dealt almost exclusively with Enron. For 
more information on LJM2, its dealings with Enron, and the conflicts of interest inherent in its relationship with 
Enron, see the Subcommittee’s report, “The Role of the Board of Directors in Enron’s Collapse,” S. Prt. 107-170 
(7/8/02), at 23-35. 

5 See “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate Agnew 
(12/29/00), Bates AASCGA 008673.1-4. Under generally accepted accounting principles (GAAP), companies 
typically do not consolidate entities in which they own 50 percent or less of the total outstanding voting shares. 
Accounting Principles Board Opinion No. 18, ‘The Equity Method of Accounting for Investments in Common 
Stock” (1971). Because the two parties in Fishtail each owned 50 percent of the voting shares, the joint venture did 
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Source: Diagram of Fishtail transaction, Bates DT 000381 

Arthur Andersen was Enron’s auditor and evaluated the Fishtail transaction to determine 
whether it complied with GAAP accounting rules. The key Andersen guidelines for capitalizing 
joint ventures state that, in a 50-50 joint venture involving two parties, the ratio of investment by 


not appear on either Enron or Annapurna’s financial statements. 









155 


- 6 - 

the two parties may not exceed a ratio of four to one. 6 In other words, under the Andersen 
guidelines, if a 50-50 joint venture is to remain unconsolidated, each party to the joint venture 
must contribute a minimum of 20 percent of the total capitalization. In addition, the Andersen 
guidelines require that the contribution provided by the second investor must include capital-at- 
risk equal to at least 3 percent of the total capitalization. This 3 percent “equity investment” 
must be funded at the time the joint venture is formed and remain at risk throughout the venture. 7 

Enron’s capital contribution to Fishtail was its pulp and paper trading business. In order 
to place a dollar value on this contribution, Chase and Enron relied on a November 2000 
valuation analysis provided by Chase Securities, Inc. in connection with an earlier effort by 
Enron and a third party to form a joint venture that was not completed. The Chase Securities 
analysis had concluded that the pulp and paper trading business was worth $200 million. 8 Chase 
Securities issued this valuation, even though the key asset at the time, Enron’s pulp and paper 
trading book, was being carried on Enron’s books at less than half that amount, approximately 
$85 million. 9 According to Enron and Chase officials interviewed by the Subcommittee, the 
remaining $115 million in value came from intangible or “soft” assets associated with the pulp 
and paper trading business. 10 Enron’s own internal accounting guidance, however, suggests that 


6 See Andersen email, plus attachments, from Kate Agnew to Andersen employees John Stewart and others 
(8/21/00), Bates AASCGA 007193.1-007195.1 1. Since authoritative accounting literature on establishing, 
capitalizing and consolidating joint ventures and distinguishing them from special purpose entities is limited, 
Andersen developed internal policies and guidelines on how to structure joint ventures to ensure their GAAP 
compliance and prevent abuses such as deconsolidating a joint venture that was really funded and controlled by a 
single party. The 4:1 rule was one of Andersen’s key requirements for capitalizing joint ventures. 

7 See “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate Agnew 
(12/29/00). Bates AASCGA 008673. 1-4. When analyzing the minimum substantive investment required for an 
unconsolidated joint venture like Fishtail, Andersen analogized to the minimum 3 percent equity at risk requirement 
already in place for SPEs. (“Specific authoritative guidance surrounding the necessary amount of capital-at-risk to 
be considered a substantive investment is available only in literature surrounding SPE’s. Although [Fishtail] appears 
to be a business/strategic joint venture, and is not by definition an SPE, we believe the SPE guidance (EITF 90-15) 
establishes a good reference point as a minimum standard for our consideration.”) 

8 See “Enron Network Partners: Valuation Analysis of Contributed Assets,” by Chase Securities, Inc. 
(11/20/00), Bates CITI-SPSI 0015996-0016017. 

9 See “Fishtail LLC,” an Enron document summarizing the Fishtail transaction (undated), Bates 
ECaOOOO 15282. 

10 See Subcommittee interview with Michael K. Patrick of Enron (1 1/14/02) (hereinafter “Patrick 
interview”) and Robert Traband of Chase (1 1/19/02) (hereinafter ‘Traband interview”). See also “Enron Network 
Partners: Valuation Analysis of Contributed Assets,” by Chase Securities, Inc., CITI-SPSI 0016012. In the section 
entitled, “Soft Assets,” the Chase Securities analysis states: “In addition to ‘hard dollar’ assets, Enron will contribute 
credit support, management talent, a technology platform, internet experience (EOL), risk management, and other 
assets to the partnership .... Enron believes these assets add significant value to the partnership.” The Chase 
Securities analysis apparently agreed with Enron’s valuation of these soft assets as worth another $115 million. 
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the most appropriate valuation for such intangible or soft assets may be “zero.” 11 To justify the 
significant value assigned to Enron’s soft assets in Fishtail, Enron and Chase contend that the 
$115 million figure is the product of an unbiased third-party analysis, but this valuation is, in 
fact, the product of a Chase affiliate supporting an Enron assessment of its own soft assets. 12 

In light of Enron’s alleged $200 million contribution, Annapurna was required to 
contribute at least $50 million to Fishtail to meet the Andersen 4:1 guideline for capitalizing joint 
ventures. In addition, Annapurna had to contribute at least 3 percent of the total capitalization at 
the time the joint venture was formed and ensure it remained at risk. 13 To provide the required 
contribution to Fishtail, Annapurna turned to LJM2 and Chase. For its part, LJM2 transferred $8 
million in cash to Annapurna which, in turn, passed the funds to Fishtail. Chase provided 
Annapurna with a $42 million “commitment,” set out in a letter of credit, to fund Annapurna if 
called upon to do so. Annapurna then passed on this funding commitment to Fishtail. The 
parties referred to Chase’s commitment as an “unfunded capital” investment. 14 One Enron 


11 See “Accounting for Investments in Limited Partnerships and other Joint Ownership Entities,” Enron 
accounting policy and guidance (6/26/01), Bates AAHEC(2) 03172.6 (“[I]n all cases the fair value of the 
contributions must be objectively determined and verifiable. Certain contributed intangibles may be difficult to 
objectively measure and therefore maybe [sic] deemed to be valued at zero for the purposes of the economic 
assessment. The intent is that the third party should not necessarily get ‘equity credit’ for ‘soft’ 
contributions.” (Emphasis in original.)) Evidence indicates that Enron had vetted the policy statements in this 
memorandum with Andersen, and they were consistent with Enron valuation principles in place at the time of the 
Fishtail transaction. 

12 When Enron “sold” its Fishtail ownership interests one week later in the Bacchus transaction, Enron 
claimed a profit of $1 12 million on the “sale.” This outsized profit margin raises obvious questions about whether 
Enron engineered an inflated asset valuation and sales price to enable it to report a large sales gain on its 2000 
financial statements. In addition, one year later, an internal, preliminary asset inventory compiled by Enron in 
anticipation of declaring bankruptcy estimated the total market value of its pulp and paper trading business as of 
September 30, 2001, at $50 million. “Enron Corporate Development Asset Inventory” (1 1/25/01), Bates EC 
001521856-57. This $50 million internal valuation is dramatically less than the $200 million valuation Enron 
claimed in the Fishtail transaction nine months earlier, and the $228.5 million valuation claimed in the Sundance 
transaction just four months earlier. See “Sundance Structure,” Citigroup document (undated), Bates CITI-SPSI 
0044992. 

13 See “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate 
Agnew (12/29/00), Bates AASCGA 008673.1-4. In addition to the joint venture capitalization rules, under 
applicable accounting rules for SPEs, Annapurna qualified as an independent entity, unconsolidated with any party, 
only if, among other requirements, at least 3 percent of its capital came from an independent equity investor and 
remained genuinely at risk. See In -Re The PNC Financial Services Group. Inc.. SEC Administrative Proceedings 
File No. 3-10838 (Order Making Findings and Imposing Cease and Desist Order, 7/18/02); EITF Abstracts, Topic 
D-14, “Transactions Involving Special Purpose Entities”; EITF Issue No. 90-15, “Impact of Nonsubstantive Lessors, 
Residual Value Guarantees, and Other Provisions in Leasing Transactions,” Response to Question No. 3. 

14 Email by Enron employee Michael Patrick to Wes Colwell, (1/4/01), Enron disk produced to the 
Subcommittee. 
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employee referred to this novel approach of capitalizing a joint venture with an “unfunded 
capital” commitment as a “new accounting technology” developed by Enron. 15 

According to the same Enron employee, the Fishtail transaction was “primarily 
accounting driven and the structure was heavily negotiated with Arthur Andersen,” 16 Andersen 
apparently approved “the unfunded nature of the commitment” made by Chase only after a clause 
was added to the joint venture agreement giving Fishtail unilateral power to draw down the 
Annapuma-Chase commitment in certain circumstances. 17 Another aspect of the agreement, 
however, specified that the first $200 million dollars of any loss experienced by Fishtail would 
be allocated to Enron, thereby making it highly unlikely that the Chase commitment would ever 
actually be drawn. 18 Andersen nevertheless approved the transaction. 

Chase was paid $500,000 in fees for participating in the Fishtail transaction. 19 Its $42 
million unfunded commitment to the joint venture was never used, and Chase never actually 
contributed any funds to Fishtail. LJM2 was paid an up-front fee of $350,000 for participating in 
Fishtail. Approximately six months later, LJM2 was paid $8.5 million to “sell” its Annapurna 
ownership interest to Sundance. This payment meant that LJM2 not only recouped its initial 
capital investment of $8 million, but also, when combined with its earlier $350,000 fee, earned 
an overall 15 percent return on its Fishtail investment. 20 


15 Id. Several finance and accounting experts told the Subcommittee staff they had never heard of an 
“unfunded capital” commitment being used to capitalize a joint venture and expressed skepticism over whether it 
qualified under current accounting rules as a valid joint venture contribution. One expert also said that the 
arrangement cast doubt on the arms-length nature of the transaction, since it permitted one of the two parties to the 
joint venture to defer any actual investment in the venture until a later time. 

16 Id. Mr. Patrick reaffirmed this information in his Subcommittee interview. The key Andersen employee 
involved in the Fishtail and Sundance transactions, Thomas Bauer, refused to be interviewed by the Subcommittee 
prior to the hearing to explain either his role or Andersen’s understanding of the two transactions. 

17 “Amended and Restated Limited Liability Company Agreement of Fishtail LLC” (12/19/00), Clause 
4.02, Bates SENATE ANNA 0008 1 . See also “Fishtail LLC Formation/Securitization,” Andersen memorandum by 
Tom Bauer and Kate Agnew (12/29/00), Bates AASCGA 008673.1 (“Our preference would be to have the amount 
computed pursuant to the 4 to 1 test to be fully funded upon formation but would not insist since the 4 to 1 test is not 
mandatory in the literature.”). Mr. Patrick substantiated this account in his Subcommittee interview. 

18 “Amended and Restated Limited Liability Company Agreement cf Fishtail LLC” (12/19/00), Clause 
4.02, Bates SENATE ANNA 00081 . See also “Project Grinch,” summary memorandum by Chase (12/16/00), Bates 
SENATE ANNA 00397-99 (“It is expected that the commitment will be unfunded.” is stated in bold type in the 
first paragraph of this memorandum.). 

19 See Chase Securities letter to Enron (12/20/00), SENATE ANNA 00360-61. See also Traband 
interview and Subcommittee interview with Eric Peiffer (1 2/4/02)(hereinafter “Peiffer interview”). 

20 LJM2 documents show that LJM2 had expected to receive a 15 percent return on its Annapurna 
investment and to be taken out of the Fishtail transaction within 6 months. See, for example, “LJM2 Investment 
Summary” (12/20/00), Bates UM 029881-4. While one Enron employee maintained in a Subcommittee interview 



158 


-Si- 

Analysis. The Fishtail transaction was, at its core, a sham joint venture which pretended 
to have more than one investor, but, in fact, relied solely on Enron. The primary goal of the 
transaction was to create an appearance of Enron’s moving its pulp and paper trading business 
from an in-house operation to a separate joint venture so that Enron could eliminate the assets 
from its balance sheet. A secondary goal was to fix a market value to the transferred assets in 
preparation for their “sale” a week later. 

The evidence shows that Fishtail did not qualify for off-balance sheet treatment and 
should have been consolidated with Enron. Enron’s counter party in the j oint venture, 
Annapurna, functioned as a shell operation designed to create the appearance but not the reality 
of a second investor. Annapurna had no employees, no bank account, and no purpose or 
activities apart from its passive investment in Fishtail. 

Annapurna was allegedly capitalized by LJM2 and Chase. But LJM2's related party 
status, due to its close Enron ties and the ownership and control exercised by Enron’s chief 
financial officer, Andrew Fastow, 21 disqualified LJM2 from providing the “independent” equity 
investment necessary to an unconsolidated SPE or joint venture. 22 In addition, Mr. Fastow’s 
pending criminal indictment alleges that Enron, on more than one occasion, used LJM2 “to 
manufacture earnings through sham transactions” and that Enron had an “undisclosed 
agreement” with Mr. Fastow to ensure that LJM2 did “not lose money in its dealings with 
Enron.” 23 This undisclosed agreement, if it existed, meant that LJM2's investment in Annapurna 
was never truly at risk since, in essence, Enron had guaranteed it would not suffer any loss from 
an Enron venture. Chase’s $42 million commitment also failed to place any funds at risk, since it 
was never funded or drawn upon and functioned under arrangements which made its use highly 
unlikely. As one finance expert put it, “Chase never really had any skin in the game.” 

If Chase’s unfunded commitment were disregarded, then Annapurna’s capitalization and 
contribution to Fishtail totals $8 million in cash, well short of the Andersen 4; 1 capitalization 
guidelines for unconsolidated joint ventures. In addition, if the $8 million was neither 
independent nor at risk due to UM2's related party status and undisclosed agreement with Enron, 
Annapurna collapses as an SPE, and Fishtail fails to meet its requirement for a minimum 3 


that the 15 percent return was the maximum that LJM2 was entitled to receive on the joint venture, and not a 
guaranteed minimum return, the LJM2 documentation and similar minimum fee arrangements between Enron and 
LJM2 in other investments, suggest the final amount paid to LJM2 was more than coincidence. See, for example, 15 
percent fee arrangement in the Nigerian barge transaction examined at the Subcommittee’s July 30 hearing; Patrick 
interview. 

21 See Subcommittee report, “The Role of the Board of Directors in Enron’s Collapse,” S. Prt. 107-170 
(7/8/02), at 23-35. 

22 See EITF Abstracts, Topic D-14, “Transactions Involving Special Purpose Entities.” 

23 United States v. Fastow . (USDC SDTX, Cr. No. H-02-0665), Indictment (10/31/02) at paragraphs 19 

and 22. 
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percent at-risk investment. In either situation, Fishtail should have been consolidated with 
Enron. 


Additional issues are raised by the $200 million valuation placed on Enron’s pulp and 
paper trading business when it was contributed to Fishtail. This $200 million figure was more 
than double the market value of the one “hard asset” carried on Enron’s own books, the 
remaining assets were “soft assets” that Enron itself was cautious about using to establish the 
value of a joint venture contribution, and the only “independent” asset valuation was performed 
by a Chase affiliate, 

By participating in Fishtail, Chase helped Enron move its pulp and paper trading business 
off balance sheet and establish a generous market value for the transferred assets. Chase never 
actually invested any funds in Fishtail or took any active role in the business, yet was paid half a 
million dollars for pretending to provide the bulk of financing for this so-called joint venture. 


BACCHUS 

The Facts. The second transaction, Bacchus, took place one week after Fishtail, on or 
about December 26, 2000. Enron used the Bacchus transaction to declare that a $200 million 
asset “sale” had taken place and record a $112 million “gain” on its 2000 financial statements. 

Enron’s primary goal in Bacchus was to “monetize” its interest in its pulp and paper 
trading business so that it could record additional income and cash flow from the “sale” of this 
business venture on its financial statements. 24 The Fishtail transaction took the first step by 
purporting to move Enron’s pulp and paper trading business to a separate joint venture off 
Enron’s books. Once Fishtail was complete, Enron took the next step, in Bacchus, to “sell” its 
Fishtail investment to an allegedly independent third party so that it could record the cash flow 
and income on its books. 

Enron reasoned that its ownership interests in Fishtail 25 qualified as a “financial asset” 
that could be sold and accounted for under Statement of Financial Accounting Standards (SFAS) 


24 See "Transaction Descriptions,” Enron document (undated), Bates EC2 000009786-87; Patrick 
interview; “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate Agnew 
(12/29700), Bates AASCGA 008673.1-4. 

25 Enron and LJM2 had agreed on three classes of ownership interests in the Fishtail joint venture. Class A 
interests, owned by Enron, conveyed the right to exercise management control over the joint venture and the right to 
0.1 percent of the "economic interests” in Fishtail. Class B interests, owned by Annapurna, conveyed the right to 20 
percent of the “economic interests” in Fishtail. Class C interests, owned by Enron, conveyed the right to 79.9 
percent of the “economic interests” in Fishtail. See “Fishtail,” a summary of the Fishtail transaction by Deloitte & 
Touche, LLP, executed in conjunction with the Powers Report, Bates DT 000376-000403. Presumably, by 
“economic interests” the parties meant the profits or losses sustained by the joint venture. 
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MO. 26 SFAS 140 has typically been applied to the sale of financial assets such as pools of 
mortgages or receivables that have been securitized and transferred to an SPE. 27 To avoid 
consolidation, the SPE purchasing the financial assets must have a minimum outside equity 
investment which represents at least 3 percent of the SPE’s total capital and which must remain 
genuinely at risk. 28 

Within one week of forming Fishtail, Enron “sold” its Class C ownership interest in 
Fishtail for $200 million to an SPE it had formed called the Caymus Trust. This transaction, 
which Enron called Bacchus, is illustrated in the following Figure 2. 


26 SFAS 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishment of 
Liabilities,” is a statement of accounting standards issued by the Financial Accounting Standards Board (FASB), an 
organization designated by the Securities and Exchange Commission (SEC) to develop, promulgate, and interpret 
generally accepted accounting principles for U.S. busmess. SFAS 140 superceded and replaced SFAS 125. Enron’s 
reliance on SFAS 140 in this transaction is documented, for example, in a Citigroup draft analysis of the transaction, 
“Capital Markets Approval Committee: Enron Corp. Project Bacchus FAS 125 Transaction” (12/1/00), Bates CIT1- 
SPSI 012895. Enron engaged in numerous transactions under SFAS 140 and its predecessor SFAS 125, collectively 
involving more than $1 bilUon. See “Finance Related Asset Sales: Prepays and 125 Sales” (presentation to the 
Finance Committee of the Enron Board of Directors, 8/01), Exhibit 42 in the Subcommittee hearing, “The Role of 
the Board of Directors in Enron’s Collapse” (5/7/02). See also “First Interim Report of Neal Batson, Court- 
Appointed Examiner.” In Re Enron Com.. Case No. 01-16034(AJG) (Bankr. SDNY, 9/21/02). 

27 Unlike other asset sales, SFAS 140 has been inteipreted to allow the seller of the financial asset to retain 
a significant degree of control over the asset, even after its securitization and transfer to the SPE. For example, a 
financing company that routinely issues and acquires car loans may continue to manage and collect payments on 
these car loans even after pooling them and selling the rights to the cash flow to an SPE in an SFAS 140 transaction. 
Enron analogized that, in an SFAS 140 transaction, it could sell its Fishtail interests to an SPE, while continuing to 
exercise control over its pulp and paper trading business even after the sale. 

28 See footnote 13. FASB is currently in the process of revising certain SPE accounting standards and, 
among other changes, may increase the required minimum outside equity for an unconsolidated SPE from 3 to 10 
percent. See FASB Exposure Draft, “Consolidation of Certain Special-Purpose Entities” (June 28, 2002). 
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Figure 2: Bacchus 



Source : Diagram of the Bacchus transaction. Bates ECaOOO 196027 


The Caymus Trust was established by Enron as a Delaware business trust. 29 The Caymus 
Trust was capitalized with a $ 1 94 million loan from Citigroup and a $6 million equity 
“investment” from FleetBoston Financial provided through an off-balance sheet entity it had 


See “Data Sheet Reprint ... Caymus Trust (c/o Wilmington Trust)” (2/22/02), Bates ECa 000009793. 
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established called Long Lane Master Trust IV. 30 The $194 million represented 97 percent of the 
Trust’s total capitalization, while the $6 million represented the required minimum 3 percent 
outside equity investment. Although FleetBoston appeared to carry the risk associated with the 
$6 million equity investment, in fact, the risk had been conveyed to Citigroup through a total 
return swap. 31 This arrangement meant that Citigroup was responsible not only for the $194 
million loan it had issued to the Caymus Trust, but also for the $6 million cash investment 
ostensibly made by FleetBoston. 32 

Enron, in turn, reduced Citigroup’ s risk in the Bacchus transaction by entering into a total 
return swap with Citigroup to provide credit support for the $194 million loan. 33 Under this total 
return swap, Enron effectively pledged to make Citigroup whole for any decline in value of the 
Fishtail assets should those assets be needed to repay the loan. 34 In effect, Enron had guaranteed 
the $194 million loan. 35 In an interview, Enron personnel explained to the Subcommittee that 
Andersen had approved its interpreting SFAS 140 as allowing Enron to guarantee the debt 
financing associated with the Caymus Trust. 36 Andersen instructed that similar credit support 
could not be provided by Enron for the $6 million outside equity investment, 37 essentially 
because that support would mean that Enron would, in effect, be guaranteeing the entire purchase 
price, the purchaser of the assets would assume no risk from participating in the transaction, and 
the asset transfer would, therefore, no longer qualify as a “sale” under SFAS 140. 


30 Citigroup and FleetBoston worked together on at least one other set of Enron transactions, the Yosemite 
prepays, which also made use of Long Lane Master Trust IV. For more information, see the July 23 hearing, 
“Testimony of Robert Roach, Chief Investigator, Permanent Subcommittee on Investigations,” Appendix D, at pages 
D-10 andD-11, 

31 Email by Citigroup employee James Reilly (1 1/28/00), Bates CITI-SPSI 0118432; Subcommittee 
interview with Citigroup employees Richard Caplan (1 1/21/02) and William Fox (1 1/22/02). A total return swap is a 
derivative transaction in which one party conveys to die other party all of the risks and rewards of owning an asset 
without transferring actual legal ownership of that asset. 

32 According to explanations provided by Citigroup employees during their Subcommittee interviews, 
Citigroup used FleetBoston in the Bacchus transaction because its initial analysis led it to believe that owning both 
the debt and equity in Caymust Trust would raise regulatory issues. By the time Citigroup realized that these issues 
would not arise, the transaction was nearly completed and Citigroup decided not to change the structure. 

33 See “Project Bacchus,” diagram of Bacchus transaction (undated), Bates ECa 0001 96027; “Global Loans 
Approval Memorandum,” (12/11/00), Bates CITI-SPSI 0015991-95. 

34 Conversely, the total return swap also entitled Enron, in effect, to retain any increase in value of the 
Fishtail assets, should that occur. 

33 By using a total return swap instead of a loan guarantee, Enron avoided having to disclose the guarantee 
in its financial statement footnotes. 

36 Patrick interview. 

57 See series of Andersen emails, (1 1/30/99), Bates AASCGA 00 1 1 33. 1-3 . 
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Although Enron was barred by accounting standards from doing so, the Subcommittee 
uncovered documentary evidence indicating that Enron had also guaranteed the $6 million equity 
“investment” in the Caymus Trust. Enron provided this guarantee by making an undisclosed oral 
agreement with Citigroup to ensure repayment of the $6 million. The key internal Citigroup 
memorandum seeking final approval of the Bacchus transaction from the Citigroup Credit 
Committee makes multiple references to the existence of this oral agreement. 38 The 
memorandum describes the Bacchus credit “facility” being requested as consisting of two parts: 
a “loan” and an “equity” contribution. The memorandum states: “The equity component we 
provide will be based on verbal support as committed by Andrew S. Fastow ... to Bill Fox [of 
Citigroup].” It also states that the “equity portion of the facility 5 ’ involves “a large element of 
trust and relationship rationale” hut “this equity risk is largely mitigated by verbal support 
received from Enron Corp. as per its CFO, Andrew S. Fastow.” At another point, the 
memorandum states: “Enron Corp. will essentially support the entire facility, whether through a 
guaranty or verbal support.” 39 

During an interview with Subcommittee staff, one senior Citigroup official who played a 
key role in securing final approval of the deal denied that Enron had verbally guaranteed the 
equity “investment.” 40 Yet he confirmed that, prior to the closing of the deal, he traveled to 
Enron in Houston and met with Mr. Fastow to obtain Enron’s “verbal support” for the equity 
investment. He also told the Subcommittee that Mr. Fastow assured him that Enron would take 
‘"whatever steps necessary” to ensure Citigroup would not suffer any loss related to the $6 
million. 41 Later, the same senior official sent an email to Citigroup ’s risk management team 
stating that Citigroup had obtained a “total return swap from Enron” for the debt financing and 
“verbal support for the balance,” meaning the $6 million.” 42 

The evidence shows that Enron had, in effect, guaranteed 100 percent of the debt and 
equity “investment” in the Caymus Trust, and both Enron and Citigroup knew it. Enron’s 100 
percent guarantee of the Caymus Trust investments meant that the Caymus Trust had incurred no 


38 “Global Loans Approval Memorandum,” ( 12/1 1/00), Bates CITI-SPSI 00 1 599 1 -95. 

39 See also “Executive Summary” of certain Citigroup transactions with Enron (undated). Bates CITI-SPSI 
0128937 (“Bacchus/Caymus Trust Facility-Citibank has been asked to approve and hold this S250MM facility 
consisting of Notes and Certificates. ... The Notes (S242.5MM) will be supported by a total return swap with Enron 
Corp as the credit risk. The Certificates are supported by verbal support obtained by Bill Fox from. Andy Fastow, 
Enron Corp’s Chief Financial Officer.”) 

40 Fox interview. 

41 Id- 

42 Email fromMr. Fox to Citigroup employee Thomas Stott (4/18/01), Bates CITI-SPSI 0085843. Still 
another Citigroup email, written two days after the Bacchus deal closed, stated: “The equity component has been 
approved on the basis of verbal support verified by Enron CFO, Andy Fastow.” Email from Citigroup employee 
Lydia Junekto Mr. Fox (12/21/00), Bates CITI-SPSI 0128944-45. 
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risk in transferring the $200 million to Enron to “purchase” the Fishtail assets, because Enron 
itself had guaranteed repayment of the full amount. The absence of risk meant the asset transfer 
did not qualify as a “sale” under SFAS 140, and Enron should not have booked either cash flow 
from operations or a reportable gain from this transaction. Instead, Enron should have treated the 
$200 million as a loan from Citigroup and booked the funds as debt and cash flow from 
financing. 

Nevertheless, immediately upon completing the December “sale” of its Class C Fishtail 
interests to the Caymus Trust, Enron declared an additional $200 million in cash flow from 
operations as well as a $112 million gain in income on its year-end 2000 financial statements. 43 

Citigroup internal documentation shows that Citigroup participated in the Bacchus 
transaction in part as an accommodation to Enron, One email from November 2000 describes 
the Bacchus transaction as follows: “For Enron, this transaction is ‘mission critical’ (their label 
not mine) for [year-end] and a ‘must’ for us.” 44 Another email dated a week after the deal closed 
states with respect to Bacchus: “Sounds like we made a lot of exceptions to our standard policies, 
I am sure we have gone out of our way to let them know that we are bending over backwards for 
them. . . let’s remember to collect this iou when it really counts.” 45 Another document 
advocating participating in several Enron transactions states: “Given the breadth of our 
relationship with the company we have been told by Enron that it is important that we participate 
in these strategic initiatives,” including Bacchus. 46 Another email a few months later discussing 
Bacchus and other pending deals observes: “Enron generates substantial GCIB revenue ($50mm 
in 2000); any decision to limit/reduce credit availability will significantly reduce revenues going 
forward both at Cit and SSB and permanently impair the relationship.” 47 

The evidence also indicates that, early on, Citigroup became aware that Enron might use 
the Bacchus transaction to improve its financial statements. Emails over time show Citigroup 
personnel were aware, for example, that Enron might use Bacchus to reduce debt and generate 
cash flow from operations on its financial statements, but Citigroup asserts its personnel were 
unaware that Bacchus would generate material earnings for Enron. One Citigroup email in 


43 See Enron’s 10-K SEC filing for 2000. Enron apparently calculated the $112 million gain by 
subtracting $88 million from the $200 million “sale” price. This $88 million was apparently the "basis” Enron 
claimed for its Class C ownership interest in Fishtail. See “3% Test and Gain Calculation,” Andersen document 
(1 1/17/01), Bates AASCGA 002454.6. See also footnote 10. 

44 Email from Citigroup employee James Reilly to other Citigroup employees (1 1/28/00), Bates CITI-SPSI 
0129017. 

43 Email from Citigroup employee Steve Wagraan to Citigroup employee Amanda Angelini, with copies to 
Mr. Caplan and others (12/27/00), Bates CITI-SPSI 01 19009. 

46 “Executive Summary,” Citigroup document (undated), Bates CITI-SPSI 0128937. 


Email from Mr. Fox to Citigroup employee Thomas Stott (4/18/01), Bates CITI-SPSI 0085843. 
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November 2000, states that “Enron’s motivation” in Bacchus “now appears to be writing up the 
asset in question from a [cost] basis of about $100 [million] to as high as $250 [million], thereby 
creating earnings.” 48 This email also states a “concern” about “appropriateness since there is 
now an earnings dimension to this deal, which was not there before.” 

Another Citigroup email a month later states that the Bacchus transaction was “designed” 
in part to “ensure that Enron will meet its [year-end] debt/cap [iptalization] targets”; it was 
“probable” the transaction would “add to [funds flow from operations]” on Enron’s financial 
statements; and “possible, but not certain, that there will be an earnings impact.” 49 An email two 
days later calculates that the $200 million would represent more than ten percent of the cash flow 
and net income Enron had reported in 1999 and was likely to report in 2000. 50 An email in 
response states: “Based on 1999 numbers would appear that Enron significantly dresses up its 
balance sheet for year end; suspect we can expect the same this year.” 51 While two of the 
December emails predict any earnings from the Bacchus transaction were likely to be immaterial, 
Citigroup personnel agreed in Subcommittee interviews that the $1 12 million in extra earnings 
finally reported was material even to a company as large as Enron. 52 Citigroup denied knowing 
at the time, however, that Enron had actually recorded these additional earnings on its 2000 
financial statements. 

In interviews with the Subcommittee staff, Citigroup executives involved in the Bacchus 
transaction stated that when a structured finance transaction has features suggesting that a client 
might be using the transaction to manufacture earnings on its financial statements, it creates an 
“appropriateness issue” which generally requires a greater degree of review and due diligence 
within the investment bank. 53 When asked whether the necessaiy appropriateness review took 
place in Bacchus, one Citigroup official stated that “further investigation” was warranted since 
the emails indicated that Citigroup had not clarified whether Enron was, in fact, going to claim 
earnings from the transaction and, if so, how much. He also indicated that he was unaware of 
any additional action taken to examine the earnings or other financial statement implications of 


48 Email from Citigroup employee Steve Baillie to Mr. Fox (11/24/00), Bates CITI-SPSI 01 19040. 

49 Email from Citigroup employee James Reilly to Mr. Caplan, Mr. Fox, and others (12/6/00), Bates CITI- 
SPSI 01 19046. 

50 Email from Citigroup employee Shirley Elliott to Mr. Fox (12/13/00), Bates CITI-SPSI 011906 (“In 
terms of total balance sheet size, it appears that Bacchus is immaterial; however, the $200 million, represents 16.3% 
and 22.4% of operating cash flow and net income, respectively [for 1 999, and] ... 1 1 .6% of cash EBITDA ... [for 
2000].”) This analysis assumes a zero basis. 

51 Email from Mr. Fox to Shirley Elliott (12/13/00), Bates CITI-SPSI 0128912. 

52 Caplan interview; Fox interview. 

53 Caplan interview; Fox interview. These Citigroup executives, also indicated that Citigroup typically does 
not get involved in structured transactions that have an earnings impact, with the exception of transactions generating 
tax benefits. 
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the transaction. The Subcommittee has not found, and Citigroup has not provided, any evidence 
establishing that Citigroup undertook any additional appropriateness review to gauge Enron’s 
potential use of Bacchus to generate earnings. 

ha fact, the Bacchus figures significantly improved Enron’s 2000 financial statements. 

The $112 million gain represented more than 1 1 percent of Enron’s total net income for the fiscal 
year, while the $200 million in cash flow represented about 6 percent of Enron’s total cash flow 
from operations for the year. 54 These figures suggest that, had the Fishtail and Bacchus 
transactions failed to close, Enron would likely have failed to meet Wall Street’s earnings 
projections for the year, and the company’s share price would have suffered. 

Citigroup was paid a $500,000 fee for its participation in Bacchus, earned $5 million in 
interest payments related to the $200 million debt, and obtained another $450,000 yield related to 
the $6 million “equity investment.” 55 

Analysis. Even more than Fishtail, the Bacchus transaction was steeped in deceptive 
accounting, if not outright accounting fraud. The evidence shows that Enron guaranteed both the 
debt and equity “investment” in the Caymus Trust, thereby eliminating all risk associated with 
the “sale” of the Fishtail assets to the Trust. Without risk, the transaction fails to qualify as a sale 
under SFAS 140. The fact that Enron’s guarantee of the $6 million equity “investment” was 
never placed in writing, but was kept as an oral side agreement with Citigroup, demonstrates that 
both parties understood its significance and potential for invalidating the entire transaction. 
Citigroup nevertheless proceeded with the deal, knowing that a key component, Enron’s 
guarantee of the $6 million, rested on an unwritten and undisclosed oral agreement. 

Citigroup was also aware that Enron was likely to use the Bacchus transaction to improve 
its financial statements through added cash flow and perhaps added earnings, but did not 
sufficiently confront this issue either internally or by asking Enron for more information. In the 
end, Citigroup not only participated in the Bacchus deal, it supplied the funds needed for Enron 
to book the $200 million in extra cash flow from operations and $ 1 1 2 million in extra net income 
on its 2000 financial statements. Without Citigroup’s complicity and financial resources, Enron 
would not have been able to complete the deal and manipulate its financial statements to meet 
Wall Street expectations for its 2000 earnings. 


54 According to its 10-K filing with the SEC, Enron’s total net income for 2000 was $979 million. Using 
this filing and other information, the Subcommittee estimated Enron’s total funds flow from operations in 2000 at 
about $3,248 billion. See July 23 hearing, “Testimony of Robert Roach, Chief Investigator, Permanent 
Subcommittee on Investigations,” Appendix A, at page A-4. 

55 “Global Loans Approval Memorandum,” (12/1 1/00), Bates CITT-SPSI 001 5991-95; infonnation 
supplied by Citigroup to the Subcommittee. 
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SUNDAIN'CE 

The Facts. The third transaction, Sundance, took place six months after Bacchus. 

Fishtail and Bacchus had been constructed as short term arrangements 56 intended to enable Enron 
to move its pulp and paper trading business off-balance sheet and recognize income and cash 
flow from this business venture prior to the end of the fiscal year. Sundance Industrial Partners 
(“Sundance”) was allegedly established to create a more long-term off-balance sheet entity which 
Enron could use to hold and manage all of its pulp and paper business assets. Like Fishtail, 
however, Sundance provided the appearance but not the reality of having more than one investor, 
and should have been consolidated on Enron’s balance sheet. 

Sundance was constructed as a 50-50 joint venture between Enron and Citigroup, to be 
capitalized at a 4: 1 ratio in accordance with Anderson’s joint venture guidelines. Figure 3 is a 
diagram of the Sundance structure. 


56 The $194 million loan in Bacchus, for example, had a one-year maturity date. See “Global Loans 
Approval Memorandum,” (12/1 1/00), Bates CITI-SPS1 0015991-95. LJM2's investment in Fishtail was intended to 
end after six months or trigger higher costs. “LJM2 Investment Summary” (12/20/00), Bates LJM 029881-4. 
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Sundance Structure 

Hsnagemnnt Services >■ 



Source: Diagram of Sundance transaction. Bates ECaOOOl 69834 

Enron contributed the following assets to the Sundance joint venture: a Canadian paper 
mill known as Stadacona; a New Jersey paper mill known as Garden State Paper; timberland 
located in Maine and known as SATCO; a S25 million liquidity reserve for ongoing 
administrative expenses; a $65 million commitment to service debt and capital expenditures; and 
$208 million in cash. 37 The total value of Enron’s contribution was approximately $750 million. 


See “Sundance Steps” (6/1/01), Bates CITI-SPSI 0128886. 




169 


- 20 - 

Citigroup, in turn, appeared to contribute $8.5 million in cash, 58 certain shares valued at 
$20 million, 59 and $160 million in an “unfunded capital commitment,” Citigroup, thus, appeared 
to contribute assets totaling approximately $188.5 million to meet the Andersen joint venture 
capitalization guidelines, 60 

Upon receiving the contributions from Enron and Citigroup, Sundance immediately used 
the $208 million cash provided by Enron to buy Enron’s prior Fishtail interests from the Caymus 
Trust. 61 The Caymus Trust then used these funds to pay off its $194 million loan from Citigroup 


38 The $8.5 million was immediately used by Sundance to purchase Annapurna’s Class B 20-percent 
economic interest in Fishtail. All of these monies were apparently paid to LJM2, enabling LJM2 to recoup its $8 
million capital contribution to Annapurna and, when combined with an earlier $350,000 fee, earn an overall return of 
15 percent on its Fishtail investment. See “Sundance Steps,” Enron document (5/16/01), Bates ECa 000022315; 
“Structuring Summary: Project Grinch,” Chase document (12/16/00), Bates JPM-1-00437. 

59 The shares conveyed ownership of an SPE called Sonoma, LLC whose sole asset consisted of Enron’s 
Class A interest in Fishtail, which Enron had retained during the Bacchus transaction. The Class A interest 
essentially conveyed management control over Enron’s pulp and paper trading business. Just prior to contributing 
the shares to Sundance, Citigroup purchased them from Enron for $20 million. Enron immediately reported the $20 
million in “sales” revenue on its second quarter 2001 financial statements. The evidence suggests that the $20 
million transaction was executed solely to allow Enron to book the additional $20 million. Initially, Enron’s outside 
counsel, Vinson and Elkins, had declined to issue a legal opinion characterizing the Sonoma stock transfer to 
Citigroup as a “true sale,” since Citigroup had avoided all risk associated with the shares by immediately 
contributing them to Sundance. To satisfy Vinson and Elkins, Citigroup entered into a derivative transaction with 
Sundance which, in part, allowed Sundance to sell the shares back to Citigroup within a certain period of time. After 
this derivative was put in place, Vinson and Elkins issued a “last minute true sale opinion” allowing Enron to book 
the sale. See “Enron Industrial Markets Finance Presentation of Sundance Industrial Partners,” Enron document, 
(6/1/01), Bates ECa000169835. An internal Citigroup email indicates that Citigroup itself did not intend to take on 
any real risk by participating in the derivative transaction: “Spoke with the client. They intend and expect to close 
tomorrow whether the put issue is resolved or not. They fully understand that we will blow the deal up if we are at 
risk for the put ....” Email from Citigroup employee Doug Warren to Mr. Caplan (5/29/01), Bates CITI-SPSI 
0123901. 

Although Vinson and Elkins viewed the derivative transaction as sufficient to put Citigroup at risk for the 
Sonoma shares, other terms in the Sundance partnership agreement - which Vinson and Elkins helped draft - 
explicitly authorized Citigroup to unilaterally dissolve the partnership at any time, prior to incurring any loss. See 
email by Mr. Caplan to Mr. Fox, with attachments (10/29/01), Bates CITI-SPSI 0127648. Vinson and Elkins knew 
or should have known that this partnership language insulated Citigroup from any true risk of loss in its Sundance 
investments. Vinson and Elkins nevertheless issued the true sale opinion allowing Enron to record the $20 million 
gain from the Sonoma share transfer. 

60 The $188.5 million was intended to provide the minimum 20 percent capital contribution required by the 
Andersen 4:1 capitalization guidelines for 50-50 unconsolidated joint ventures. The $28.5 million in cash and stock 
was intended to provide the minimum 3 percent capital-at-risk required by the Andersen guidelines. 

61 This $208 million “purchase” of the Class C Fishtail interests, when considered in conjunction with 
Sundance’s “purchase” of the Class B Fishtail interests for $8.5 million and Class A Fishtail interests for $20 
million, appears to mean that, as of June 2001, Enron and Citigroup paid a total of $236.5 million for Enron’s pulp 
and paper trading business. But see “Sundance Structure,” Citigroup document (undated), Bates CITI-SPSI 
0044992 (valuing Fishtail at $228.5 million). Both figures represent a significant increase over the $200 million 
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and return the outstanding $6 million equity “investment,” thereby eliminating all remaining risk 
for Citigroup associated with the Bacchus transaction. 62 The $208 million payment also included 
a $ 1 .5 million payment to the Caymus Trust that was apparently passed along to Citigroup for 
alleged “breakage costs,” presumably due to early repayment of the $194 million loan. 63 In 
essence, then, six months after receiving $200 million from the Caymus Trust - all of which had 
been financed by Citigroup - and using the money to book cash flow and earnings on its 2000 
financial statements, Enron returned $200 million to Citigroup via the Sundance joint venture. 

The evidence suggests that Citigroup agreed to participated in Sundance only after, 
contrary to accounting principles, the joint venture was structured to ensure that none of 
Citigroup’s funds were actually at risk and none of its expected returns depended upon the risks 
and rewards of the joint venture. Citigroup protected its “investments” from loss in several ways. 
First, under the partnership agreement, Citigroup obtained unilateral authority to dissolve the 
Sundance partnership at any time and force its liquidation before Enron could draw upon any 
Citigroup funds. 64 This unilateral authority meant, in effect, that as long as Citigroup monitored 
the Sundance transaction and acted promptly to dissolve the partnership, it could protect itself 
against any loss. 

In addition, the partnership agreement required Sundance to maintain at all times $28.5 
million in Enron notes or other high quality, liquid financial instruments to which Citigroup was 
given preferred access. 65 These liquid financial instruments were explicitly segregated and set 
aside to ensure repayment, with a specified return, of Citigroup’s $8.5 million cash contribution 
and $20 million share contribution to the partnership. In addition, the partnership agreement 
provided that Enron had to exhaust its Sundance investments before any of Citigroup’s $28.5 
million in cash and stock could be used. 

Citigroup’s $160 million “unfunded” capital commitment also operated under multiple 
protections making it unlikely ever to be used. Under the partnership agreement, Citigroup’s 
funding commitment could be called on only after the partnership incurred GAAP losses in 


value assigned to this business just six months earlier. This increased value was assigned to Enron’ s trading business 
during a period in which many internet-based businesses were falling in value. 

62 “Sundance Steps,” Enron document (5/16/01), Bates ECa000022315. 

63 Id. 

64 The Sundance partnership agreement authorized Citigroup, at its discretion, to invoke the creation of a 
board of directors and appoint two of the four members. “Sundance Partnership Agreement” (06/01/01), at 52-53, 
Bates CITI-SPSI 0016044. If this board were to "Deadlock,” it would be considered a "dissolution event” and the 
partnership would automatically dissolve. Id. at 6, 6 1 ; see also “Description of the Snndance Transaction,” 

Citigroup document, (10/29/01), Bates CITI-SPSI 0127648. 

65 See “Description of the Sundance Transaction,” Citigroup document (10/29/01), Bates CITI-SPSI 


0127648. 
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excess of $657 million, Enron exhausted its $65 million debt and capital reserve and $25 million 
liquidity reserve, and the $28.5 million in liquid financial instruments were cashed in. Again, 
these arrangements meant that Sundance would have to lose almost $750 million - Enron’s entire 
investment - before any loss could be repaid from Citigroup’s “contributions.” Enron 
highlighted these features of the Sundance agreement in a September 2001 presentation to 
Citigroup, describing it as “SBHC’s Cushion.” 66 Citigroup was told that it could wait until the 
entire “cushion” was absorbed before dissolving Sundance to avert any losses. 

Citigroup internal documents repeatedly described its Sundance investment as protected 
from risk. One of Citigroup’s primary negotiators on Sundance put it this way: 

“The transaction is structured to safeguard against the possibility that we 
need to contribute our contingency fund and to ensure that there is 
sufficient liquidity at all times to repay our $28.5 million investment.” 67 

Another Citigroup email stated, “our investment] is so subordinated and controlled that it is 
‘unimaginable’ how our principal is not returned.” 68 In addition, Citigroup arranged to receive 
fees and a specified return on its Sundance “contributions,” rather than share in any profits or 
increased value in the partnership, which means that its expected return was structured more like 
a return on debt than on an equity investment. In fact, although Citigroup internally classified its 
Sundance contribution as an “equity investment,” minutes of a meeting of the Citigroup Capital 
Markets Approval Committee (CMAC) considering the Sundance structure noted that, “based on 
the way the deal is structured, it is more like debt rather than equity.” 69 The final CMAC 


6S “Enron Industrial Markets Finance Presentation of Stmdance Industrial Partners to Salomon Smitlt 
Barney,’' (September 2001), Bates CIT1-SPSI 0044993. SBHC refers to Salomon Brothers Holding Company, The 
presentation lists the risk mitigation mechanisms point by point, including: “Enron takes the first $747m in US 
GAAP losses .... SBHC has the power to dissolve die partnership at will .... SBHC has adequate infoimation to 
assess ongoing risk .... Daily trading loss cannot exceed $5.5mm (6.7 months to erode cushion through trading 
losses) .... Stmdance has enough liquidity to repay SBHC anytime.” 

67 Email from Mr. Caplan to Mr. Fox with attached Citigroup memorandum, “Description of the Sundance 
Transaction" (10/29/01), CrTI-SPSI 0127647-49. 

68 Email between Citigroup employees Timothy T eroux and Andrew Lee (5/25/0 1), Bates CITE-SPSI 
0044874. According to a Subcommittee interview with Mr. Richard Caplan (1 1/21/02), Citigroup was so convinced 
of die security of its investment and the lack of any real risk, that Citigroup decided not to purchase any default 
protection related to the Sundance transaction. 

65 “Capital Markets Approval Committee (CMAC) Minutes to Meeting” (5/1 6/01), Bates CITI-SPSI 
0016030-31. See also email between Citigroup employees Atnanda Angelini and Timothy Leroux (4/27/01), Bates 
CITI-SPSI 0044852 (listing reasons why Sundance “is more like debt than equity"). 
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approval memorandum stated: “The investment has been structured to act like debt in form and 
substance.” 70 

Given the lack of risk associated with Citigroup’s Sundance “investment,” Citigroup 
personnel repeatedly questioned Sundance’s proposed off-balance sheet accounting. One 
Citigroup e-mail two weeks before the deal’s dosing noted: “[A Citigroup tax attorney] wanted 
to say that this is a funky deal (accounting- wise). He is amazed that they can get it off balance 
sheet.” 71 Another email from Citigroup’s Global Energy and Mining group head in the Global 
Relationship Bank questioning several aspects of the transaction stated: “Also not clear to me 
how this structure achieves Enron’s off balance sheet objectives. Do we have a fall 
understanding of this aspect of the transaction?” A Citigroup official responded by writing: “On 
the accounting: [Andersen] has agreed that by maintaining an 80/20 split on ownership with 
equal voting they can achieve off b/s treatment. We have not advised nor opined on the accuracy 
of that. However, according to Rick Caplan, it is identical to what Dynegy did in the gas deal for 
abggas.” 72 

Just prior to the closing for the Sundance transaction, three senior Citigroup officials 
strongly warned against proceeding with the deal, in part due to its “aggressive” accounting. The 
head of Citigroup’s Risk Management team for the Global Corporate and Investment Bank stated 
in a memorandum sent to the head of the investment bank: 

“This is a follow-up to our lunch conversation on the transaction for 
Enron. If you recall, this is a complex structured transaction, which I have 
refused to sign off on Risk Management has not approved this 


70 “Capital Markets Approval Committee New Product/Complex Transaction Description Guidelines Enron 
Corp. Project Sundance Transaction" (5/15/01), Bates CITI-SPSI 0044830. See also email from Citigroup employee 
Paul Gregg, "Subject: Enron Exposure on NA Credit Derivs," (10/22/01), Bates CITI-SPSI 0123218 ("Note that 
these equity partnerships, are designed to act as debt exposure due to numerous triggers built in which allow us to 
terminate."). 

71 Email from Citigroup employee Lynn Feintech to Mr. Caplan, “PExmac memo" (5/15/01), Bates CITI- 
SPSI 0122412. 

72 Email exchange between Citigroup employees Mr. Fox and Ms. Feintech, "RE: Sundance,” (5/16/01), 
Bates CITI-SPSI 0119011. This email exchange may contain a reference to Dynegy and atlSPE it sponsored, ABS 
Gas Supply LLC. If so, the SEC has recently determined that Dynegy violated certain securities laws and 
accounting rules by failing to consolidate ABS Gas on its balance sheet. While not admitting any of the SEC 
findings on this or other unrelated matters, Dynegy agreed to entry of a cease and desist order in the case and paid a 
$3 million penalty. See SEC v. Dynegy Inc,. Civil Action No. H-02-3623 (USDC SDTX), Complaint (9/23/02), 
paragraphs 42-53. 
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transaction for the following reasons: ... The GAAP accounting is 
aggressive and a franchise risk to ns if there is publicity (a la Xerox). 73 

In an accompanying email, the head of Citigroup’s Global Relationship Bank wrote: 

“We ([the Global Energy and Mining group head] and I) share Risk’s view 
and if anything, feel stock, and recovered this entire amount plus a 
return. 74 Citigroup also terminated its $160 million funding commitment. 

Citigroup’s actions showed that the partnership features had worked as 
intended to insulate its entire Sundance “investment” from loss. 

For participating in Sundan more strongly that suitability issues and related risks when 
coupled with the returns, make it unattractive. It would be an unfortunate precedent if both GRB 
relationship management and Risk’s views were ignored.”' 5 

Despite these strongly worded warnings from senior personnel the transaction went 
forward on Junel, 2001 . The final go-ahead came on the day after a key Citigroup employee 
working on the deal sent an email at 6:00 p.m. stating: “Any word? Am getting a significant 
amount of pressure from enron to execute.” 76 Another Citigroup email dated one month later 
reported: “[The head of the investment bank] was out of the country the day that transaction 
closed. The approval memo was ... faxed to him. [He] then had a conversation with [the Risk 
Management head], who shared with us [his] feedback. We proceeded to close the transaction 
that day, given the absence of instructions [from either person] to the contrary.” 77 

Citigroup has been unable to tell the Subcommittee who provided the final approval of 
the Sundance transaction. Although Citigroup internal policy requires signed management 
transaction approvals for transactions as large as Sundance, Citigroup could not locate any of the 


73 Citigroup memorandum by Mr. Bushnell, “Enron— Project Sundance Transaction,” (5/30/01), Bates 
CITI-SPSI 0124615. The concerns expressed in the memorandum were raised internally five days earlier in draft 
form. See email from Citigroup employee Eleanor Wagner to Mr. Bushnell (5/25/01), Bates CITI-SPSI 0044872. 

74 Id. See also email fiom Mr. Caplan (11/30/01), Bates CITI-SPSI 0125273. Although the Sonoma 
shares Citigroup had contributed to Sundance had likely lost value in light of Enron’s bankruptcy and Citigroup had 
allegedly assumed any risk ofloss, Citigroup secured the full $20 million that the shares had supposedly been worth 
when contributed five months earlier. 

75 Email fiom Citigroup employee Alan MacDonald to Citigroup employee Michael Carpenter, “FW :Memo 
onEnron-Project Sundance” (5/31/01), Bates CITI-SPSI 0124614. 

76 Email ifomMr. Caplan to Shawn Feeny (5/31/01), CITI-SPSI 012894. 

77 Email from Citigroup employee Shawn Feeney to Citigroup employee Andrew Lee (6/29/01), Bates 
CITI-SPSI 0122944. 



174 


-25- 

normal signed approvals. 78 In his interview, Citigroup’s Risk Management head for the 
investment bank, who composed the strongly worded memorandum warning against proceeding 
with Sundance, stated that he was unable to recall virtually anything about his obj ections to the 
transaction, how his concerns were resolved, or who actually gave the final approval for the 
transaction. For example, he stated that he could not recall the specifics of his accounting 
concerns; whether he discussed his accounting concerns with the investment bank head, although 
he assumes he did; the reassurances he received on the accounting issues, although he assumes 
he received reassurances; whether he ever signed off on the transaction, although he assumes he 
did; or whether the investment bank head ultimately approved the proj ect. 79 

In any event, the Sundance transaction did close. When negative information about 
Enron began to emerge a few months later and questions began to arise about Enron’s solvency, 
Citigroup invoked the Sundance agreement provisions protecting it from loss and actually 
terminated the Sundance partnership on or about November 30, 2001, five months after it was 
established and two days before Enron filed for bankruptcy. 80 At that time, Citigroup demanded 
that Enron buy out its Sundance interest for the $28.5 million Citigroup had “contributed” in cash 
and ce, Citigroup was apparently paid upfront fees of $725,000 as well as another $1.1 million 
return on its $28.5 million “investment.” 81 Citigroup also facilitated pre-payment of the $194 
million loan in Bacchus and received $1.5 million.in “breakage costs.” 

Analysis. Like Fishtail and Bacchus, the Sundance transaction involves deceptive 
accounting and sham investments. One key objective of the Sundance transaction was to keep 
Enron’s pulp and paper assets off its balance sheet by placing them in a separate joint venture. 
But the lack of risk associated with Citigroup’s so-called “investment” in Sundance indicates that 
this joint venture did not qualify for off-balance sheet treatment and should have been 
consolidated with Enron. 

To qualify as an unconsolidated 50/50 joint venture, Sundance needed two investors 
contributing capital in accordance with the Andersen 4: 1 joint venture capitalizationguidelines. 

In addition, a minimum 3 percent of the total capitalization had to be an independent equity 
investment at risk for the duration of the joint venture. The evidence indicates, however, that 
none of Citigroup’s Sundance investment was ever truly at risk in light of Citigroup’s right to 
dissolve the partnership at will prior to any loss, and the additional safeguards provided for each 


70 See email exchange between Citigroup employees T. Leroux to A. Lee, "RE: Sundance Approvals,” 
(6/6/01), Bates CITI-SPSI 0123S06 (“Would you happen to have a copy of the management approvals for the 
sundance trade (The Firm Investments group needs it for the ir files.)” Response: “No ... was given a verbal go 
ahead .... Understand signed is to follow”). See also email from Mr. Fox to Mr. MacDonald (6/04/01), Bates CITI- 
SPSI 0124617 (“any feed back from Carpenter on Sundance; apparently the deal closed.”) 

79 Bnshnell interview (12/03/02). 

80 Caplan interview. 

" Information provided to the Subcommittee by Citigroup. 
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of its "investments.” In the case of its $160 million “unfunded commitment,” Citigroup funds 
could be used only after Enron’s entire $750 million investment was exhausted. In the case of its 
$28.5 million contribution of cash and stock, Enron’s investment not only had to be exhausted 
beforehand, but also the $28.5 million had to be kept in segregated, liquid financial instruments 
to which Citigroup had preferred access. In the end, none of Citigroup’s funding commitment 
was actually used and all of its cash and stock contributions were returned on short notice, in 
cash, with interest. Without Citigroup’s sham investment in Sundance, Enron would have had to 
consolidate this partnership on its balance sheet, include in its financial results all of the 
Sundance pulp and paper assets, and disclose to investors and financial analysts all of the debt 
associated with this business venture. 

Senior Citigroup officials opposed participating in Sundance, calling its accounting 
“aggressive” and a “franchise risk.” Just prior to the transaction’s closing, three senior Citigroup 
officials warned against proceeding with it The final go-ahead on the transaction was provided 
verbally by an unidentified Citigroup official. The final approval documents cannot be located. 

Sundance’s aggressive accounting troubled senior Citigroup officials who were analyzing 
the transaction on its own terms. But its aggressive nature deepens when Sundance, Bacchus, 
and Fishtail are analyzed as a whole. When viewed together, the three transactions result in a 
disguised six-month loan advanced by Citigroup to facilitate Enron’s deceptive accounting. In 
effect, Enron borrowed $200 million from Citigroup in December 2000; arranged for a shell 
company, the Caymus Trust, to use the funds to “purchase” the Fishtail assets for $200 million, 
without disclosing that Enron was guaranteeing the full purchase price; used this sham sale to 
inflate its 2000 cash flow from operations by $200 million and its earnings by $1 12 million; and 
then quietly returned the $200 million to Citigroup six months later via Sundance. 82 This view of 
the three transactions as a disguised $200 million loan is further strengthened by evidence 
indicating that Citigroup never truly placed any money at risk in the Bacchus or Sundance 
transactions, it profited from the transactions by obtaining fees and interest charges rather than 
equity rewards, and the $200 million seems, in the end, to have been cycled through all three 
transactions for the sole business purpose of facilitating Enron’s financial statement 
manipulation. 


SLAPSHOT 

The Facts. The fourth and final transaction. Slapshot, took place on June 22, 2001, soon 
after creation of the Sundance joint venture. Undertaken in connection with a loan to refinance a 
Canadian paper mill associated with Sundance, Slapshot was designed as a tax avoidance scheme 


82 In fact, when setting up the mechanics of the Sundance transaction, Enron personnel cautioned Enron 
against muddying the timing by reacquiring its old Fishtail assets too soon. One internal Enron email instructed: 
"Fishtail CANNOT touch Enron’s Balance Sheet before Sundance is deconsolidated.” “Sundance Steps,” Enron 
document (5/16/01), Bates ECa0000223 15. 
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that centered on utilizing a one-day, $1 billion “loan” from Chase to generate approximately $60 
million (U.S.) in Canadian tax benefits, as well as $65 million in financial statement benefits for 
Enron.* 3 

Enron first purchased the Canadian paper mill in March 2001 for about $350 million. 84 
Three months later, in June, Enron contributed the paper mill to the Sundance joint venture with 
the explicit understanding that Enron would soon be refinancing the purchase price. 85 

Chase presented Enron with a refinancing proposal that would not only provide Enron 
with a loan from a consortium of banks to pay for the paper mill but also, at the same time, 
provide an Enron affiliate with significant Canadian tax benefits. 86 In exchange for $5.25 million 
in fees, Chase provided Enron with access to its “proprietary” structured finance arrangement 87 
utilizing a purported $1 billion “loan” intended to be issued and repaid within a matter of hours. 
Although the $1 billion “loan” was to be issued and repaid on the same day, the Slapshot 
structure was designed to enable Enron’s Canadian affiliate to claim tax deductions and reap 
other Canadian tax benefits as if a real $1 billion loan had been issued and remained outstanding. 
See Figure 4 for a diagram of the Slapshot structure. 


83 When Chase first presented the Slapshot structure to Enron, it projected Canadian tax benefits totaling 
$125 million in U.S. dollars. “Results and Cash Flows,” Chase document (undated). Bates SENATE FL-00939. 
When Enron performed its own analysis of potential tax savings using more conservative assumptions, it calculated 
that, over five years, Enron would obtain “a tax savings NPV of US$60 million” and “net income improvement over 
the next five years of NPV US$65 million.” “Slapshot Savings,” Enron document (undated). Bates ECaOOO 195947. 
NPV means net present value. 

84 Enron bought the mill, located in Quebec City, Canada, from Daishowa, Etc. and provided the initial 
financing. When purchased by Enron, the mill was named the Daishowa Forest Products paper mill; Enron renamed 
it Stadacona. According to a tax opinion letter, CPS had originally borrowed approximately $346 million from 
Enron to purchase the Stadacona paper mill. The larger $375 million loan amount in the Slapshot transaction was 
provided not only to refinance the mill’s purchase price, but also to pay Enron a $29 million “structuring fee.” See 
tax opinion, letter from Skadden, Arps, Slate, Meagher & Flom LLP And Affiliates (“Skadden Arps”) to Enron 
Wholesale Services, (8/15/01), Bates EC2 000047056. 

85 Since Stadacona was a key joint venture asset, Citigroup demanded and was given the right to approve 
any refinancing arrangement to ensure that Enron did not encumber fee asset. Enron accordingly informed Citigroup 
about the Slapshot structure, and Citicorp apparently registered no objection to Enron’s participation in it. Enron 
also paid Citigroup a fee to reimburse it for the costs associated with Citicorp’s analyzing the Slapshot structure. 

86 Since 2000, Enron had been working to design a tax structure that would enable it to use Canadian tax 
laws to generate tax deductions. Enron halted that effort when it decided to use the Chase structure. See email, with 
attachments, between Enron employees Stephen Douglas and Davis Maxey (12/1 l/00)(no Bates number), Enron disk 
produced to the Subcommittee; and Subcommittee interview with Stephen Douglas (12/3/02). 

87 A key Chase employee involved in Slapshot, Eric Peiffer, referred to it as a new “tax technology.” 
Peiffer interview. 
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Figure 4: Slapshot 



Source: Diagram of the Slapshot transaction, Bates ECa000195943 
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Chase provided Enron with a step-by-step description of how the Slapshot transaction was 
to be executed. 88 These instructions described a complex series of structured finance 
arrangements using shell corporations, fake loans, and complex funding transfers across 
international lines. They also showed how the $1 billion in supposed loan proceeds would be 
repaid later the same day. Chase personnel actively assisted in planning and completing the 
specified steps in the Slapshot deal. The transaction itself actually took place on June 22, 2001. 

The transaction involved a number of Chase and Enron affiliates and SPEs, a number of 
which were established specifically to facilitate the Slapshot deal. Chase established its key entity 
in the transaction. Flagstaff Capital Corporation (“Flagstaff ’), as a wholly-owned SPE in 
Delaware. Chase also organized a bank consortium made up of itself and three other large banks 
to issue the $375 million loan to refinance the paper mill. 89 Enron established Compagnie Papier 
Stadacona (“CPS”) in Canada as the direct owner and operator of the Stadacona paper mill. 90 

On June 22, Chase advanced the bank consortium’s $375 million loan to Flagstaff to be 
repaid in five years and one day, 91 On the same day, Enron entered into a complex series of 
derivatives with Flagstaff, in essence, to guarantee repayment of the $375 million. 92 According to 
one internal Chase document, these derivatives gave Chase and the bank consortium “credit 


88 See, for example, “Structured Canadian Financing Transaction Organizational Meeting,” (2/8/01), Bates 
SENATE FL-00881 (providing 6-step description of Slapshot transaction); ‘Transaction Summary,” Chase 
document (undated), Bates SENATE FL-00909-14 (providing 7-step description). 

89 The bank consortium members were Chase, Royal Bank of Scotland, Industrial Bank of Japan, and Bank 
of Tokyo-Mitsubishi, each of which was responsible for an equal share of the $375 million loan. 

90 Enron contributed CPS to the Sundance joint venture. Enron established CPS as a Nova Scotia 
Unlimited Liability Company (“NSULC”), which is a particular type of corporation in Canada. Enron did not own 
CPS directly, but created a longer ownership chain which included two Dutch corporations it had established, BV-1 
and BV-2. As indicated in the diagram, Sundance owned BV-1 which owned BV-2 which directly owned CPS. 
Enron also created two additional NSULCs, Hansen and Newman, that were both wholly-owned by CPS. Enron 
created this complex maze of companies, CPS, BV-1, BV-2, Hansen, and Newman, as part of the Slapshot tax 
avoidance structure in order to take advantage of differences between U.S. and Canadian tax laws. For example, 
since Hansen, Newman and CPS were NSULCs, U.S. tax law would allow Enron to treat them as pass-through 
entities for U.S. federal income tax purposes. Similarly, under U.S. tax law, BV-1 was a controlled foreign 
coTporation, while BV-2 could be treated as a disregarded entity for tax purposes. A tax opinion letter issued to 
Enron by Skadden Arps supporting the proposed structure explained, in part, that “since CPS itself [will be] treated 
as a branch of BV-2, which in turn [will be] treated as branch of BV-1, Newman and Hansen will both be treated as 
disregarded entities all of the assets and liabilities of which [will be] owned by BV-1 for United States federal 
income tax purposes.” At the same time, Canadian law viewed CPS, Hansen, and Newman as separate companies 
which would increase the amount of potential Canadian tax benefits. 

91 The loan was structured to be in excess of five years in order to qualify for certain withholding tax . 
benefits under Canadian tax law. 

92 Rather than a simple loan guarantee, Chase and Enron devised a complex set of derivatives involving a 
warrant, put option, and total return swap, which functioned together to support repayment of the $375 million loan. 
See email by Eric Peiffer (10/16/01), Bates SENATE FL 004540. 
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support equivalent to a guarantee . . . that does not constitute a guarantee for GAAP accounting 
for Enron’ s purposes, thus providing an accounting benefit to Enron.” 53 In addition, by 
authorizing a “daylight overdraft" on the Flagstaff account, Chase “loaned” its affiliate. Flagstaff, 
another $ 1 .039 billion. 54 

At the conclusion of these initial steps, Flagstaff held two loans totaling approximately 
$1.4 billion ($375 million from the bank consortium and $1,039 billion from Chase). 95 Flagstaff 
immediately loaned the entire amount to an Enron affiliate, Hansen, in exchange for a note. 96 

Upon receiving the $1.4 billion from Flagstaff, Hansen immediately “loaned” the money 
to its parent, CPS, another Enron affiliate. 97 CPS. then directed $375 million of the $1.4 billion to 
Enron. CPS “loaned” the remaining $ 1 .039 billion to an Enron subsidiary in Canada called Enron 
Canadian Power Company (“ECPC”). 

At the same time this loan activity was occurring, Hansen entered into an agreement with 
its fellow subsidiary, Newman. 98 This agreement obligated Newman to purchase 99.99 percent of 
Hansen’s shares in five years and one day for $1.4 billion, the same amount Hansen already 
“owed” to Flagstaff. 

Newman and Flagstaff then entered into an agreement whereby Newman immediately paid 
Flagstaff $1 .039 billion in exchange for Flagstaff s agreeing to assume Newman’s obligation to 


93 “(Flagstaff) Transaction Summary,” Chase document (undated), Bates FL-009 1 0, An Enron employee 
indicated that this transaction was structured so that Enron could avoid disclosure of the guarantee in its financial 
statement footnotes. A Chase representative indicated that Enron told Chase it wanted to structure the transaction as 
a swap because it was concerned that a guarantee would require Enron to carry the mill on its books. 

w According to a Skadden Arps opinion letter, despite the amount involved, “no instrument was prepared 
to evidence the Day- Light Loan” from Chase to Flagstaff. Tax opinion letter from Skadden Arps to Enron 
Wholesale Services, (8/15/01), Bates EC2 000047056. 

93 The total loan amount was $1,414,504,347, but for ease of reference, the figure $1.4 billion will be used 
in the following analysis. 

94 Hansen is a NSULC shell company established by Enron and wholly owned by CPS. The Hansen note 
set up a so-called “bullet loan" of five years and one day, which required Hansen to pay only interest on the loan for 
five years and then, on the last day of the loan, repay the principal in its entirety. 

97 Hansen “loaned” the funds to CPS on essentially the same terms as the “loan” between Hansen and 
Flagstaff, Apparently in an effort to- make the two loans between Flagstaff and Hansen and between Hansen and CPS 
technically different and to allow Hansen to assert that its "business purpose” in entering into the transactions was to 
make money off its loan to its parent CPS, the former loan had an interest rate of 6. 12 percent, and the latter an 
interest rate of 6. 1 3 percent. 

98 Newman is another NSULC shell company established by Enron and, like Hansen, wholly owned by 

CPS. 
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pay for Hansen’s shares in five years and one day.® The $1,039 billion Newman paid to Flagstaff 
had been provided to Newman by Enron for placement in an escrow account. 100 Chase had been 
unwilling to release its $ 1 .039 billion daylight overdraft “loan” to Enron until it was sure that 
there was SI .039 billion in an escrow account available to ensure Chase would recover its money 
within the same day. To accommodate Chase, Enron had secured its own $1,039 billion daylight 
overdraft authorization on an account it held at Citibank. Once these funds were wired from 
Citibank to an escrow account at Chase, Chase released the $1 .4 billion in Flagstaff that would go 
up the chain to Hansen and CPS. Flagstaff also took possession of the Enron escrow funds and 
forwarded the money to Chase which used it to pay off the daylight overdraft it had issued at the 
beginning of the day. 

The net result of the Slapshot transaction is as follows. 

• In two offsetting transfers of funds that moved through multiple bank accounts of 
Chase, Enron, and their affiliates. Chase issued a sham loan of $1.03? billion to Enron 
and, on the same day, had Enron send $ 1 .039 billion in escrow funds to Chase which 
used the escrow funds to satisfy the sham loan. Chase’s alleged “loan” was never at 
risk, however, since Chase had required Enron to transfer the funds to an escrow 
account at a Chase bank, before Chase released any of the “loan” proceeds to Enron. 

• Hansen and Flagstaff exchanged obligations to pay each other art identical amount, 

$1.4 billion, in five years and one day. The legal documents explicitly authorized them 
to set off the funds owed to each other. 10 ’ 

• CPS was left with a net outstanding loan of $3 75 million, to be repaid with interest, to 
the bank consortium through Hansen and Flagstaff over five years and one day. The 


99 The parties calculated that $1,039 billion was the net present value of the $1.4 billion owed by Newman 
to Hansen in five years and one day. 

m Enron sent the $1 .039 billion to Newman in accordance with a series of transactions involving ECPC 
and other Enron affiliates. Enron’s corporate bank account at Citigroup was, thus, both the origination point and 
termination point for the two different chains of transfers involving two separate amounts of $1,039 billion -Enron’s 
$1,039 billion in escrow funds and Chase’s $1,039 billion in “loan” proceeds. 

In the Newman-ECPC transaction, ECPC obtained Newman debenture shares. These debenture shares were 
designed to provide monetary distributions which exactly mirrored the interest payable to CPS under the CPS-ECPC 
note. That meant ECPC was to pay interest on the note to CPS in an amount exactly equal to the distributions that 
ECPC was to receive from Newman, an entity wholly-owned by CPS. According to Enron, Canadian tax lawyers 
advised it that the expected interest and distributions needed to actually change hands among the parties, 
notwithstanding the fact that from ECPC’s perspective the net result was a wash. 

101 Sec “Credit Agreement,” (6/22/01), Bates 1PM- 14-00475, Section 10.08 (“Right of Setoff’) at Bates 
JPM-14-00512. 
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loan was guaranteed by Enron through a complex set of derivatives that did not show 
up as a loan guarantee on Enron’s books. 102 

Notwithstanding the reality that only $375 million was actually loaned to CPS, the 
transaction was structured in such a way as to allow CPS, for tax purposes, to act as if it were 
subject to a $1.4 billion “loan” obligation that remained outstanding. The purpose was to 
circumvent the general principle in U.S. and Canadian tax law which allows companies to deduct 
only their loan interest payments, but not their loan principal payments. The Chase structure was 
intended to enable CPS to claim to be entitled to a Canadian tax deduction for its entire amount of 
its payments on the $375 million loan. 

The Chase-designed structure worked as follows. The transaction documents required 
CPS to make quarterly loan payments to Hansen in the amount of approximately $22 million. 
Hansen was then to pay Flagstaff an identical amount, and Flagstaff was to pay the same amount 
to the bank consortium. The $22 million was equivalent to a payment of principal and interest, 
using a fixed 6.12 percent interest rate, on the existing $375 million loan. In five years and one 
day, these payments would reduce the $375 million loan to zero. 

At the same time. Chase and Enron had manipulated the size of the loans between 
Flagstaff and Hansen and Hansen and CPS, as well as the interest rates on those loans, in such a 
way that the $22 million quarterly payment was also equivalent to an interest-only payment, using 
a fixed 6.13 percent interest rate, on the $1.4 billion loan. Under Canadian tax law, if CPS were 
to characterize the $22 million as an interest-only payment on an outstanding loan, it could deduct 
the full $22 million from its Canadian taxes. Assuming repayment of the loan in full, Enron 
calculated the total deductions and related Canadian tax benefits from the Slapshot transaction 
over five years to be in the range of $60 million. 103 These Canadian tax benefits were also 
calculated to convey additional financial statement benefits for Enron totaling about $65 
million. 104 

Prior to participating in Slapshot, Chase obtained a legal opinion from a Canadian law 
firm, Blake, Cassels & Graydon, LLP (“Blake Cassels”), supporting the Slapshot structure. Enron 
apparently relied on that opinion and ultimately obtained its own opinion from the same law 


l5: The transaction was also structured to allow CPS to account for the loan on its books by showing a net 
debt of $375 million, not $1.4 billion. See, for example, ‘Transaction Summary,” (undated), Bates SENATE FL- 
00912. 

ItB “Slapshot Savings,” Enron document (undated). Bates ECaOOO 195947. Enron indicated that this $60 
million represented the net present value of the total tax savings over five years. See also Chase projection of tax 
and financial statement benefits, “Results and Cash Flows,” Chase document (undated), Bates SENATE FL-00939. 

104 Id. Enron stated that a “tax depreciation delay” over five years would create a “deferred tax benefit, 
resulting in net income improvement over the next five years of NPV US$65 million.” (Emphasis omitted.) 
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firm. 105 The opinion provided to Enron, which included caveats and warnings that did not appear 
in the law firm’s earlier opinion to Chase, noted that the Slapshot structure “clearly involves a 
degree of risk” and advocated proceeding only after providing this warning: 

“We would further caution that in our opinion if is very likely that Revenue 
Canada will become aware of [the Slapshot transactions] and, upon 
becoming aware of them, will challenge them under [the Canadian anti-tax 
avoidance statute]. It is also, in our view, likely that such a Revenue 
Canada challenge would not be resolved in the Courts at a level below that 
of the Federal Court of Appeal. It is therefore likely that Enron will be 
faced with the decision as to whether to pursue the matter through the 
Courts or to attempt to reach a settlement with Revenue Canada pursuant to 
which it would receive a reduced Canadian tax benefit.” 

In short, Enron’s own tax counsel warned that Slapshot would likely result in litigation over 
Enron’s tax liability and Enron would have to determine whether to settle the expected dispute 
with Revenue Canada. 

Internal documentation indicates that both Enron and Chase were concerned about the 
Canadian tax authorities disallowing the Slapshot structure and so took steps to keep information 
that would provide insights about the transaction to a minimum. For example, in analyzing how 
to structure an interest rate swap, Chase and Enron jointly considered three alternatives, two of 
which were described as disadvantageous in part because they would produce a “potential road 
map” of the transaction for Revenue Canada, Chase and Enron chose the third alternative which 
was explicitly described as advantageous in part because it provided “no road map” for Revenue 
Canada. 104 

Chase and Enron also included in the Slapshot legal documents a “recharacterization 
rider” to take effect only if Canadian tax authorities successfully challenged the underlying tax 
structure and reclassified the payments from Hansen to Flagstaff as payments of principal and 
interest on the $375 million loan. Should such an event occur, Chase and Enron agreed to “recast 
any principal paid in excess of 25% of the recharacterized loan as instead being a loan from 
[Hansen] to Flagstaff.” 107 This rider was designed to avoid payment of certain Canadian 
withholding taxes that would be triggered if Hansen’s loan principal payments were to exceed the 


105 See tax opinion letters from Blake Cassels to Chase Securities Inc. (11/7/00) (no Bates number), and 
from Blake Cassels to Enron North America Corp. (6/23/01), Bates EC2 000047037. The tax opinion Enron 
received from Blake Cassels is dated one day after the transaction closed; Enron told the Subcommittee it was 
informed orally of its substance prior to the closing. Subcommittee interview of Stephen Douglas (12/3/02). 

105 “Structured Canadian Financing Transaction Organizational Meeting,” (2/8/01), Bates SENATE FL- 

0088. 


107 


“5/25 Recharacterization Rider,” joint Chase-Enron document (undated). Bates SENATE FL-00075. 
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25 percent limit. The rider’s solution was to recharacterize the Hansen loan payments to Flagstaff 
as the reverse - as the extension of loans by Hansen to Flagstaff- which is the opposite of what 
was intended under the Slapshot structure. This rider’s existence is additional evidence, not only 
that Chase and Enron had real concerns that Revenue Canada might overturn Slapshot, but also 
that both were willing to continue to use deceptive strategies to avoid payment of Canadian taxes. 

Analysis. Chase constructed and sold Slapshot as a tax avoidance structure whose core 
transaction was a deception - a sham $1 billion loan that had no economic rationale or business 
purpose apart from generating deceptively large tax deductions. 108 The funds never performed any 
function other than to transverse multiple bank accounts in a single day to create the appearance of 
a loan that was, in fact, an illusion. The funds were issued without any of the paperwork that 
normally accompanies a billion-dollar borrowing. Chase’ s $ 1 billion was never even truly at risk 
since Chase had required Enron to place the same amount in a Chase escrow account before 
Chase issued the original “loan” to Enron. 

The deceptive nature of the Slapshot transaction is clear from its component parts. Serial 
billion-dollar-plus loans were issued to newly created shell companies such as Flagstaff and 
Hansen which had virtually no capitalization, assets, or business operations to justify the lending. 
Another key transaction was a complex stock agreement between Hansen and Newman, two 
companies that were incapable of negotiating at arms-length because both were Enron-sponsored 
SPEs, wholly owned by the same Enron affiliate, CPS, with identical company officers. With 
respect to another key series of transactions, Flagstaff and Hansen clearly intended to set-off their 
identical $1.4 billion obligations to each other, but this intent to set-off is never mentioned in the 
transaction documents due to legal advice that it would undercut the supposed arms-length nature 
of the transaction. 109 Still another decision on interest rates appears to have been made not to 
rationalize or maximize the benefits to any one party but to avoid providing Revenue Canada with 
a useful “road map” to the transaction. Chase and Enron even agreed to recast the very nature of 
key transactions to salvage limited Canadian tax benefits in the event Canadian tax authorities 
refused to recognize Hansen as paying off a $1 .4 billion “loan.” 


108 In one interview, Enron contended that one of the purported business purposes of the transactions was 
that the various Chase and Enron affiliates were profiting from the loans they exchanged. Douglas interview. 
However, the interest rate difference in the loans between Flagstaff and Hansen and between Hansen and CPS 
differed by only 0.0 1 percent. In addition, Hansen and CPS were both Enron affiliates, contradicting any business 
rational for them to profit from each other. Moreover, the loan activity among these entities had no function apart 
from the $1,039 billion loan. All of the loans and related transactions were engineered by Chase and Enron to 
Junction together. 

109 A Chase email stated: “As Flagstaff s payment to [Hansen] is conditional on [Hansen’s] repaying. Chase 
can just choose to invoke set-off which is Chase’s full intention -to direct [Hansen] to keep its money rather than 
repay the loan, in return for Flagstaff not having to pay cash for the [Hansen] shares. Clearly there is no benefit to 
Chase/Flagstaff to have the money move. As discussed, the lawyers (especially the tax lawyers) axe hesitant to state 
explicitly Chase’s intent to set-off or to require this set off as they wish to keep the documents as ‘arm’s length’ as 
possible rather than tie them together (which additional ‘intent to set-off language would do).” Email between 
Chase employees Eric Peiffer and Kathryn Ryan (date illegible but possibly 2/28/01), Bates SENATE FL-02335. 
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Many features of Slapshot - the sham billion-dollar loan that had no business purpose 
apart from generating tax benefits, the contrived set offs between key parties, and the involvement 
of multiple shell companies lacking ongoing business operations - raised the real possibility that 
the entire Slapshot transaction would be invalidated under Canada’s statutory general anti- 
avoidance rule. Despite the legal risks associated with Slapshot, Chase and Enron proceeded with 
the transaction. 1 10 If Enron had not gone bankrupt, the large tax deductions generated by Slapshot 
would likely have been used to shelter the paper mill’s income from the payment of Canadian 
corporate income tax. Lower tax liabilities would have then translated into stronger Enron 
financial statements. Enron’s bankruptcy, however, interrupted Slapshot just five months after it 
began producing the promised benefits. 

Chase was paid more than $5 million for designing and orchestrating Slapshot. Enron 
could not have completed this transaction without the initiative and enthusiastic backing of a 
major financial institution with the resources to issue and move a $1 billion daylight overdraft 
through multiple bank accounts across international lines in a single day. Without Chase’s willing 
efforts to design, fund, and execute the incredibly complex transactions involved, whose details 
had to be carefully planned and coordinated, Enron would not have been able to make use of this 
deceptive tax strategy. 

CONCLUSION 

The four transactions discussed in this report. Fishtail, Bacchus, Sundance, and Slapshot, 
are examples of the complex, deceptive transactions that have become Enron’s signature. None of 
the four could have been completed without the backing and active participation of a major 
financial institution willing to facilitate a client’s deceptive accounting or tax transactions. This 
report shows that Citigroup and Chase each deliberately misused structured finance techniques to 
help Enron engage in deceptive accounting or tax strategies, and were rewarded with millions of 
dollars and favorable consideration in other business dealings. Evidence gathered in this and 
other Congressional and law enforcement proceedings indicates that this type of misconduct was 
not confined to Enron or these two financial institutions, but was also committed by other public 
companies and financial institutions in the United States. The resulting loss of investor 
confidence in the honesty and integrity of U.S. companies and financial institutions is an ongoing 
problem that has yet to be resolved. 


"O’- -0- ^ 


1 " In fact, one Chase employee informed the Subcommittee that it has marketed the Slapshot structure to at 
least 15 to 20 other companies in addition to Enron. 
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ENRON GUARANTEES CITIGROUP’S “EQUITY” 
INVESTMENT IN BACCHUS 


CITIGROUP Ema il (11/28/001 : 

• “They have offered to have the CFO discuss this at whatever level of our 
organization we think necessary to obtain the right comfort.” 1 

CITIGROUP Memo 112/06/001 : 

• “ENRON Corp. will essentially support the entire facility, whether through a 
guaranty or verbal support.” 

• “ENRON’s CFO, Andrew S. Fastow, has given his verbal commitment to Bill 
Fox, GEM Industry Head, that ENRON Corp. will support the 3% equity piece of 
this transaction. 

• “The equity component we provide will be based on verbal support as committed 
by Andrew S. Fastow, ENRON Corp’s CFO, to Bill Fox, GEM Industry Head.” 

• , .this equity risk is largely mitigated by verbal support received from ENRON 
Corp. as per its CFO, Andrew S. Fastow.” 

• “The remaining 3% equity of $7.5mm will be at risk, but is mitigated by the 
verbal support of ENRON Corp., as provided by CFO Andrew S. Fastow.” 2 

CITIGROUP Email 112/21/001 : 

• “The equity component has been approved on the basis of verbal support verified 
by ENRON CFO, Andy Fastow. 3 

CITIGROUP Email 104/18/011: 

• “$200mm - BACCHUS: SPV where we have a total return swap from ENRON 
for S 1 80mm and verbal support for the balance” 4 

CITIGROUP Mem o E xecutive Summa r y 112/001: 

• “The certificates are supported by verbal support obtained by Bill Fox from Andy 
Fastow', ENRON Corp’s chief financial officer.” 5 

Prepared by U. S. Senate Permanent Subcommittee on Investigations, December 2002 


‘CITI-SPSI 01 18432 

2 CITI-SPSI 0015991-995 

3 CITI-SPSI 0128945 

4 CITI-SPSI 0085843 

5 CITI-SPSI 0128937 
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Initial Transaction Diagram 

Below is a diagram of the initial Fishtail deal structure: 
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Deal Name: Ampata 
Expected Closing Data: 12/20/00 
Expected Funding Date: 12/20/00 


Date Completed: December 20th, 2000 
Investment Analyse Ace Roman- 
Investment Type: Equity 


LJM2 investment 


58,024,061.00 


Deal Description 

LTM2 will contribute S3 million to Annapurna LLC (“Annapunial, 'winch, along with a commitment of 342 million 
from Chase Manhattan Bank (“Chase”), will purchase 20% of Fishtail LLC (“Fishtail"). Dm remaining 80% of Fishtail 
will be capitalized by Enron’s contribution of the resultant activity of its Pulp and Paper business (the “Business"). The 
Business operates trading activity in the following products: Newsprint, Packaging, Printing and Writing, Pulp and 
Lumber, Fishtail will receive the net result of all activity in the Business that occurs in the next five years. By 
contributing the Business to Fishtail, selling 20% to an outside investor and relinquishing operating control, Enron will 
be able to decomolidare its ownership of the Business. Accounting rules regarding deconsolidation require Fishtail to 
meet a 4:1 ratio of Enron capital to outside capital (S200 million Enron capital : S50 million outside capital). The outside 
capital requires 3% true equity at risk (3% of $25Q m2Hon » S72> million outside equity investment). Deconsolidation of 
the Business changes Enron’s interest in die Business from an interest in an operating asset to an interest ia a;6naiacial. 
asset, thus qualifying that interest for a FASB425 monetization. Enron plans to monetize its interest in Fishtail for $2QG‘ 
million immediately after UM2 invests in this structure.' Enron plans to unwind the FASB-125 , tiansactidiSqand 
v. repurchase LTM2*s interest in order to contribute this asset to the Networks LP (the “Fund”) during the r i * Quarter of 
2001 . 


Transaction Summary 

UM2 will set up a wholly owned, bankruptcy remote entity, EJM2 - Ampato LLC. LJM2 - Ampato LLC will purchase 
100%'of the equity of Annapurna for S3 million. Enron will set up Fishtail LLC with Class A, B and C interests. The 
Class A interest is the managing member interest The Class B interest receives: 

• Libor + 7% on its entire commitment (S50 million) Note: In no case is L +■ 7% on $50 million insufficient to 
pay Ampato and Chase a return on capital (see Exhibit A). 

• 20% ownership of the Business, 

• at any tune, the ability to appoint, without cause, two members to a 4 member board of directors which will 
control Fishtail, 

• after six months, die ability to sell all of the vehicle’s interests, including the Class A and C interests, 

• consent rights for any refinancing of Fishtail's interests. 

The Class C interest will receive all cash flows after expenses of Fishtail, tax distributions for any unrealized income 
allocated to Annapurna, Annapurna’s preferred return of Libor +• 7% and any capital contribution above the initial $8 
million. 

Enron will convey and transfer the Business to Fishtail for a term of five years. With the conveyance, Enron agrees to 
not pursue activity related to the Business through any other subsidiaries for the length of the term (a “non-compete" 
restriction). With UM2's equity and Chase’s commitment, Annapurna will contribute S8 million and make a $42 
million capital conuouenent to FishtaiL 

Annapurna will eater into a services agreement with Enron that effectively sweeps the excess of any allocation from 
Fishtail to Annapurna over the amount necessary to satisfy Annapurna's expenses, tax distributions for any unrealized 
income allocated to Annapurna, Chase’s commitment fee or yield on debt and LJM2’s 15% return. 
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Investment Return Summary 

Accounting guidelines governing off-balance sheet entities require 3 % equity at risk (UM2 must fund 3% of S250 
million =* S7_5 million). For this transaction, Enron’s auditors have required that UM2 overfund this amount so that 
capital contributions from the General Partner do not reduce the amount of outside equity in the structure (Enron has 
requested that LTM2 fund 57.5 million I 98% “ 57,653,061). In order to comply with the 3% equity rule, the equity 
holder in Annapurna must gross up its 3% commitment 100% for any fees directly received and 3% forany fees paid by 
Fishtail to outside entities on its behalf (57,653,061 + S35Q.Q0G fee grossed up 100% + 3% of 5500,000 fee to Cbase+ 
3% of 5200,000 estimated transaction costs =* $8,024,061). UM2 will receive a 5350,000 upfront fee and a 15% 
annualize d return on its funded investment through 6/30/01. tfUM2’s interest is outstanding at 6/30/0 1, LJM2 will 
receive an additional 5500,000 fee and the annualized return will increase to 30%. 


Compound/ Annualized IRR — 25% 1.12X (If B certificates repurchased at 6/30/0 1) 
Compound/ Annualized IRR — 35% 1.Q8X (If B certificates repurchased at 3/31/01) 
Compound/Annualized ERR — 35% 1-34X (If 3 certificates repurchased at 12/31/01) 


Risks 


Paper & Pulp business operation risk 

Within the structure, Enron absorbs the first 5200 million of realized losses. Annapurna 
then absorbs the next 550 million. If upon liquidation of Fishtail’s membership 
interests, the Business has produced less than 5200 million of realized losses, LIM2 will 
receive its return of and on capitaL In September of 2000, LJM2 went through a due 
diligence exercise related to an investment in fee Business. As of 12/3 1/00, fee pulp and 
paper trading book consists of over 2000 contracts with over 200 counterparts. The 
largest net position of any one contract is 521 million (PV 517 million). That contract is 
also the largest exposure to any one counterpart. UM2 believes that the Business will 
not generate S200 million of realized losses during the term of the investment 

Fund execution risk 

Enron is marketing the P&P assets as part of the Fund. When the Fund doses, Enron 
will be required to contribute the Business to fee Fund, requiring a purchase of UM2’s 
equity. If fee Fund does not close, the investment structure provides significant 
incentives for Enron to repurchase EJM2’s interest (control removal rights at Fishtail, fee 
ability to sell all of the vehicle’s interests, including Enron’s, Enron non-compete in the 
Business, re-financing consent rights, etm,). 

Enron abandonment of the Business 

Enron agreed to not pursue the Business through any subsidiaries other than Fishtail (a 
“non-compete" restriction) for the five-year length of the conveyance. Additionally, 
Enron plans to monetize its Class C interest in a FASB-125 structure for S200 million 
dollars. The transaction will give Enron earnings and funds flow of 5200 million. 
Chase’s commitment to fund the remainder of Annapurna’s capital expires at 6/30/01. If 
Chase's commitment expires. Fishtail fells fee 4:1 accounting test mentioned earlier. 
UM2 WILL NOT BE REQUIRED TO FUND ADDITIONAL CAPITAL TO 
FULFILL ANNAPURNA’S COMMITMENT TO FISHTAIL. At that point, Enron 
would be required to re -consolidate the Business. Re-consolidating the Business would 
force Enron to reverse 5200 million dollars of earnings and funds flow. This offers a 
significant incentive for Enron to execute fee Networks partnership and/or meet 
commercial objectives that determine the value of fee Business. 


ACKNOWLEDGED BY 
APPROVALS 



Michael Kopper 
Andrew Fastow 
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Exhibit A 


Libor Analysis for Annapurna 



Total Annapurna Capital 

Interest Due to Annapurna 

Yield due to Ampato 

Chase Drawn? TRUE 

Due to Chase 

$50,000, COO 
53,500,000 
$1,203,309 

339,519 

$50,000,000 

$4,500,000 

$1,203,609 

1.679.038 

$50,000,000 $50,000,000 $50,000,000 $50,000,000 $50,000,000 

$5,500,OCO $6,500,000 $7,500,000 $3,500,000 $9,500,000 

$1,203,609 $1,203,609 $1,203,609 $1,203,609 $1,203,309 

2.518.556 3.358.075 4.197.594 5.037.113 5.876.S31 

Remainder 

$1,456,872 

$1,617,353 

$1,777,835 $1,938,316 $2,098,797 $2,259,278 $2,419,759 



Total Annapurna Capital 

$50,000,000 

$50,000, 0G0 

$50,000,000 

$50,000,000 

$50,000,000 

$50,000,000 

$50,000,000 

Interest Due to Annapurna 

$3,500,000 

$4,500,000 

$5,500,000 

$6,500,000 

$7,500,000 

$8,500,000 

$9,500,000 

Yield due to Ampato 

Chase Drawn? FALSE 

$1,203,609 

S1.203.6G9 

$1,203,609 

$1,203,609 

$1,203,609 

$1,203,609 

$1,203,609 

Due to Chase- 

62.964 

62.554 

62.364 

62.964 

62.964 

62.364 

62.964 

Remainder 

$2,233,427 

$3,233,427 

$4,233,427 

$5,233,427 

$6,233,427 

S7.233.427 

$8,233,427 
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Investment Return Summary 

Accounting guidelines governing off-balance sheet entities require 3% equity at risk (UM2 must fend 3 % of S25Q 
million .-S?,5 million). For this transaction, Enron’s auditors have required that UM2 overfend fins' amount so that 
capital contributions from the General Partner do not reduce the amount of outside equity in the structure (Enron has 
requested that DM2 fend S7J5 million 1 98% - 57,653,061). In order :o comply with the 3% equity rule, the equity 
holder in Annapurna must gross up its 3% cosnimtnient 100% for any fees directly received and 3% for any fees paid by 
Fishtail to outside entities on its behalf ($7,653,061 + S3 50,000 fee grossed up 100%.+ 3% of 5500,000 fee to Chase + 
3% of 5200,000 estimated transaction costs -58,024,061). DM2 will receive a 5350,000 upfront fee and a 15% 
annualized return on its funded investment through 6/30/01. IfUM2’s interest is outstanding at 5/30/01, DM2 will 
receive an additional$5OO,G0G fee and the annualized return will increase to 30%. 
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BENEFITS TO ENRON SUMMARY 


Deal Name: AMPATO (FISHTAIL) Dollar Amount: S8.0 million 
Date Completed: December 20, 2000 

.Description ofTnasaction: S8.0 million, in equity, to deconsolidate Enron’s Palp & 
Paper trading business. 

Enron Business Unit Benefited: Enron Net W orks 

Did the deal result in a direct or indirect benefit to Enron: Direct & Indirect 

Primary Benefit 

Enron was able to deconsolidate its Pulp & Paper trading business for book 
purposes and was subsequently able to transact a FAS 125 for financing on its 
trading book. 

Funds Flow Direct S8.0 million Funds Flow Indirect S200-0 million 

Farriines Direct: Earnings Indirect S100.0 million 

Fees Saved: $ 500,000 - 750,000 

Other equity investors bidding on the transaction: Unknown, potentially, Chase? 

i. . . ' - ’ 

2 . 

' 3. 

Did the deal close with LJM? Yes 
Other benefits to Enron: 

• ‘ LJM contributed an additional S6.4 million after deal close to fix a structural 

problem Enron had with AA. 

• LJM stepped up to deconsolidate the P<Sd? trading business for Enron, within 
a two week time period at YR-End, because Enron was unable to 
consummate the Enron Net Works JV transaction. 

• Below market return 

Compiled by: Michael Hinds 
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LJM2 APPROVAL SHEET 

Approval Sheet should be used to approve Enron's participaaon in any transactions involving LTM Cayman. LP. (“LJMl”) or 
Ljl« 12 Co-Investment, L.P. (*TJM2"). LJM I and UM2 will collectively be referred to as “UM”. This Approval Sheet is in addition 
to (not in lien of) any other Enron approvals that may be requir ed . 

_______ r* 

Deal name: Fishtail . 

Date Approval Sheet, completed: December 18, 2000 
Enron person completing this form: Nicole Alvino 
Expected closing date: December 19, 2000 
Business Unit: Enron Corp. 

Business Unit Originator: Barry Schnappcr 

This transaction relates to DUMl and/or 3UM2. 

This transaction is □ a sale by Enron da purchase by Enron Oa co-sale with Enron da co-purchase with Enron and/or 
Mother formation of a Joint Venture (Fishtail). 

Persons) negotiating for Enron: Barry Schnappcr 
Person(s) negotiating for LJM: Michael Hinds 
Legal counsel for jEnron: Vinson & Elkins 

Legal counsel for LJM: Kirkland & Ellis 

VL DESCRIPTION 

‘ail LLC is an off-balance sheet partnership formed by a conveyance of the economic benefits associated with the Pulp and Paper 
u laess by ENA, and a S50MM commitment by Annapurna LLC, a special purpose entity. Annapurna is capitalized with $8MM ■* 
equity from LJM and a S42MM revolver from Chase which matures on June 30, 2001. In exchange for its conveyance, ENA receives 
a Class A and Class C interest. The Class A is ’the managing member interest, and the Class C represents 79.99% economics. 
Annapurna, with UM as its managing member, receives 20% of the economics and the right to remove Enron as the m anaging 
member without cause. 


TRANSACTION SUMMARY 

LJM2 will set up a wholly owned, bankruptcy remote entity, LJM2 - Ampato LLC. LJM2 — Ampato LLC will purchase 100% of 
the equity of Annapurna for S8 million. Enron will set up Fishtail LLC with Class A, B and C interests. The Class A interest is the 
managing member interest. The Class B interest receives: 

• Libor + 7% on its entire commitment (550 million) 

• 20% ownership of the Business, 

• at any time, the ability to appoint, without cause, two members to a 4 member board of directors which will control 
Fis htail, 

• after six months, the ability to sell all of the vehicle’s interests, including the Class A and C interests, 

• consent rights for any refinancing of Fishtail’s interests. 

The Class C interest will receive all cash flows after expenses of Fishtail, tax distributions for any unrealized income allocated to 
Annapurna, Annapurna’s preferred return of Libor + 7% and any capital contribution above the initial 58 million. 

Enron will convey and transfer the Business to Fishtail for a term of five years. With LJM2’s equity and Chase’s commitment, 
nnapuma will contribute 58 million and make a 542 million capital commitment to F i s ht a il . 


Permanent Subcommittee on Investigations 

EXHIBIT #309 
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LJM APPROVAL SHEET 
Psge2 

Annapurna will enter uno a services agreement with Enron that effectively sweeps the excess of any allocation from Fishtail t 

Annapurna over the amount necessary to satisfy Annapurna’s expenses, ax distributions- for any unrealized income allocated t 

Annapurna. Chase's commitment fee or yield on debt and LJM2‘s 15% rerum. 



Gives Enron difference between 
Libor — ?% an S50 million ana: 
•Annapurna expenses 
•Tax distributions 
•interest and Fees on Debt 
■15% return on UM2's investment 


1 00% defat. ?7% total A I ISbpta 
• *S42 MM C omm itme nt | ▼ L-2% if 


100% Equity. 3^4 total . | SlOO.OCOta 
SI MM , t tSHrwumo 


LJ\12 • Ajrjntt* LLC liotlv 
... '• hjni.rupict rentnu) 


ECONOMICS 

Annapurna receives a preferred distnbudon equal to L-7% annually on its S50MM commitment As the administrative services agent 
for Annapurna, ENA can sweep any cash in excess LIM's agreed upon return and Chase's revolver fees. The first S20GMM of net 
realized losses from the Pulp and Paper business is allocated to ENA. and then to Annapurna until its capital account is extinguished. 


ISSUES CHECKLIST 

1. Sale Options 

a. If this transaction is a sale of an asser by Enron, which of the following options were considered and rejected; 

□Condor QJED1 II OThird Party □Direct Sale. Please explain: Not a sale of an asset by Enron 

b. Will chis transaction be the mast beneficial alternative to Enron? 0Yes CNo. If no, please explain: 

c. Were any ocher bids/offers received in connection with this transaction? DYes 0No. Please explain: Structured 

deconsolidation transaction 

2. Prior Obligations 

a. Docs this transaction involve a Qualified Investment (as defined in the JED! II partnership agreement)? DYes 0No. If 
yes. please explain bow this issue was resolved: 

h. Was this transaction required to be offered to any other Enron affiliate or other parry pursuant to a contractual or other 
obligation? □ Yes 3No. If yes. piease explain: — 

2. Terms of Transaction 

a. What are the benefits (financiai and otherwise) to Enron in this transaction? DCash flow □ Ea rn i n gs 
SOther. Provide potential liquidity for a commodity risk management business. 

b Was this transaction done strictly on an arm's-length basis? 0Ycs DNo. If no. please explain: _• 
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LJM APPROVAL SHEET . 

Psge 3 

c _ 'Xzs Enron advised by any third party that this transaction was not fair, from a financial perspective, to Enron? 

□Yes E3No. If yea- please rep lain: ■ 

<L Are all LJM expenses and out-of-pocket costs (including legal fees) being paid by LIM? es SNo. If no. is 

this market standard or has the economic impact of paying any expenses and out-of-pockct costs been considered when 
responding to items Lb- and 3.b. above? EYes ONo. 

4. Compliance 

a. Will this transaction require disclosure as a Certain Transaction in Enron’s proxy statement? EYes DNa. 

b. Will this transaction result in any compensation (as defined by the proxy rules) being paid to any Enron employee? 
□Yes ENo. 


c. Have all Enron employees' involvement in this transaction on behalf of LJM been waived by Enron's Office of the 
Chairman in accordance with Enron's Conduct of Business Affairs Policy? EYes ONo. If no, please explain: 

d. Was this transaction reviewed and approved by Enron’s Chief Accounting Officer? EYes QNo. 

e. Was this transaction reviewed and approved by Enron's Chief Risk Officer? EYes CtNo. 

L Has the Audit Committee of the Enron Carp. Board of Directors reviewed all Enroc/UM transactions within the past 
twelve months? EYes ONo. Have all recommendations of the Audit Committee relating to Enron/ LTM transactions 
been taken into account in this transaction? EYes ONo. 
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LJM APPROVAL SHEET 
['age 4 


APPROVALS 
Business Unit 
Business Unit Legal 
Enron Corp. Legal 
Global Finance Legal 
RAC 

Accounting 

Executive 


Name 

Ben Glisan 


Signature 

Date 


Rex Roeers 



.if -- 

Ionian Mintz 




Riel: Buv 


msmmmm 

L-S'-Z* ! 

Rick Causey 

if 

wsemesam 


Jeff Skilling ^ 
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Project Fishtail/'125 Structure 


• Project Fishtail relates to the Pulp & Paper FAS 125 transaction that was done in 
December 2000 to increase EWS earnings. The gain was SI 10MM which was 
split between EIM and ENW'. 

• The facility cost (Snancing charges) for the existing structure is S4MM per 
quarter. 

• When the 200 1 Plan was developed, EIM assumed they would have a partnership 
with a possible FAS 125 deal in 2001. As a result, EIM has some net expense in 
the Plan but not 100% of the S16MM annual ficility costs. ENW has nothing in 
the Plan since this deal was done after plans were submitted. 

• The expectation is that in the second quarter, the FAS 125 structure will be 
undone and put into an off balance sheet vehicle (Sundance). When this is done, 
goodwill of 90-1Q0MM will be created which will need to be amortized until 
expected new accounting regulations are implemented (which could be as eariy as 
third quarter.) 

• When the FAS 125 structure is undone, the external facility costs will cease, but 
" Corporate will charge capital costs (which will be below EBIT). 

• See the attached for a financial summary. 


' .-1 EC 600382651 

Permanent Subcommittee on Investigations ! 


EXHIBIT #310 
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DHC-1C-2&SS 08519 CH3Sc BANK 


713 216 S870 F. 32 


Global Syndicated Finance - Confidential 
Prepared By: Josh Rogers 


Date: 17/1 8/00 


STRUCTURING SUMMARY 
Project Grinch 

GIB Deal Team: Walker, Series Lender Traband, Rogers 
Credit Executive: Bfello, Wardell, Wright Timing: December 2000 


Maximum Exposure for Approval 

$2.54 Bn 

($743 MM adjusted) 

Industry Description: 

Diversified Energy 


$48.5 Mfwl 


1321 


Enron Corp. 


Obiigor/Faclilty Risk Grade: 

4/4 

Major plant Locations: 

Taxas/Gutf Coast. - 
Oregon 

Parent Name: 

Enron Corp. 

Major Overseas Ops: 

Europe, India, Braid, 
Argentina, Bolivia. 
Colombia, Caribbean, 
Philippines 

Parent Risk Grade:. 

3+ 

TREND: 

Improvlng/Stabla/Dacllnlng 

Stable 

Public Ratings (LT & ST): 

CP: A2/P2 

San. Unr. BBB+/Baa1 
Sub: BBS/Baa3 

Outlook/Trand? 

Positive 


3/23/30 (Moody's) ' 



lummi 

§MFr£22^B* | 

52 Wk High/Low: 

Market Cap/Book Cap: 

$50.75/ $34.38 

X 


We era requesting approval to provide a S48.SMM bilateral commitment to an- SPV which will be formed by Enron In order to 
deconsolidate Its existing Paper Business, with a mark-to-market portfolio value of $85 minion and a going concern FMV of $200 
million, odor to year end. it Is expected that the commitment will be unfunded. The final maturity will be June 29, 2001. Th* 
activation of this commitment will only occur if the formation of Enron Nat Woric Partner* (ENW) does not occur prior to year-end 2000. 


Enron proposes to commit to contribute its pulp and paper trading business valued at $200 million to Grinch LP for the purpose of 
deconsoGdatlng the Paper Business prior to its.contributlon to ENW. The Paper Business is a going concern pulp and paper trading 
business and is a key component to Enron's Net Works strategy. 

-This deconsolidation will allow Enron to monettsa ttiia LP assat via a separata FAS 125 transaction, which wit Gonsratsi 
a!ow for the repayment of corporate debt. An additional bottom may be the abWy to raafea a pain on the sate ot die Papw JMnass. 
Arthur Anderson has confirmed the accounting integrity °f the proposed transaction because of enron a existtns ptons to contribute me 
Paper Business to ENW. Recall that Chase Is acthig as en exclusive financial advisor and private equity placement agent m ma 
formation of ENW. Our foe expectation for the ENW transaction is $5-$1 0MM. 

Grinch win bo owned 50% by Enron and 50% by a to-bertbrnied SPV proposed to be capitalized with 3% equity and 9™ debt 
Because the deconsolidation win ba ejected as a result of the ‘commitment- to contribute the Paper Business, the capitaltzaJon ot tne 
SPV will likewise be accomplished through the funding "of the 3% equity component while there will t# no requirement to tuna tne ooot 
component 

The WHS million commitment would be supported by 1) Enron's obligation to support the first $200 million In losses 
business) in the portfolio, providing Grinch with 4:1 asset coverage, and 2) the fact that the Paper Business is strategic to Enr n s 
business plan whether Networks is formed or not. 


CHASE 

W 


FCi* 




Permanent Subcommittee on Investigations 

EXHIBIT #311 


Internal Usa Only 
Revised 6/97 


JPM-1 -00437 
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DEC-1S-2000 08: 19 CHASE BANK 713 21S aa70 pj33 

Global, Syndicated Finance - Confidently. Date:12/1 8/00 


(Summaru nfTcrms- & Conditions:- •; • ' iv. 


Borrower To be formed SPV 

Amount; 548.5 million 

Chase Rota: Sole lender 

Upfront Fee; [5250,0001 

Drawn Pricing: 100 bps increasing to [ ] after [ ]. 

Purpose; To provide 97% ©f the capitalization of SPV to purchase Class B Preferred Shares in Grinch LP. 

Equity Investor I_JM2 Co Investors LP to provide a commitment to the SPV for 51 .5 MM. LiM 2 is managed by Andy .Fastow, 
Enron's EVP and CFO. 

Maturity: June 29, 2001 

Security: The loan will be secured by the Class B preferred shares in Grinch LP. 

Conditions to 

Fund: Only in the event that losses in Grinch LP exceed 5200 million. Enron Carp, as general partner of Grinch will bear 

100% of the first 5200 million in losses at Grinch. 

Covenants & 

Other; , Strict prohibitions on Grinch's ability to incur other debt, make capital expenditures etc. without lender's 

consent 


Grinch will enter into a service agreement with Enron specifying high standards of cars relating to 
management of Grinch. We will seek a covenant regulating ihe counterparty credit risk exposure. 

In additional to our note maturity, at the end of [6] months, the class B Preferred share may vote to sell 
Grinch in the open market 
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Project Grineh LP 


Request 

We are requesting approval to provide a S48.5MM biiaterai commitment to an SPV which will be 
formed by Enron in order to deconsolidate its existing Paper Business with a FMV of $200 million 
prior to year end. It is expected that the commitment will be unfunded and the final maturity will 
be June 29, 2001. The activation of this commitment will only occur if the formation of Enron Net 
Work Partners (ENW) does not occur prior to year-end 2000. 

Transaction Overview 

Enron proposes to commit to contribute its pulp and paper trading business valued at $200 million to 
Grineh LP for the purpose of deconsolidating the Paper Business prior to its contribution to ENW. The 
Paper Business is a going concern pulp and paper trading business and is a key component to Enron’s 
Net Works strategy. 

This deconsolidation will allow Enron to monetize this LP asset via a separate FAS 125 transaction, 
which will generate funds flow and allow for the repayment of corporate debt. An additional benefit 
may be the ability to realize a gain on the sale of the Paper Business. Arthur Anderson has confirmed 
file accounting integrity of the proposed transaction because of Enron’s existing plans to contribute the 
Paper Business to ENW. Recall that Chase is acting an exclusive financial advisor and private equity 
placement agent in the formation of ENW. Our fee expectation for the ENW transaction is $5- 

Grineh will be owned by 50/ 50 by Enron and a to-be-formed SPV proposed to be capitalized with 3% 
equity and 97% debt. Because the deconsolidation will be affected as a result of the “commitment” to 
contribute the Paper Business, the capitalization of the SPV will likewise be accomplished through the 
funding of the 3% equity component while there will be no requirement to fund the debt component. 


FD1A Confidential 
Treatment Requested by 
4PMC 



SENATE 
ANNA -00397 
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Risk Assessment 

The risk of the S48.5MM commit is substantially the same as that of the “B” tranche of an A-B-C 
synthetic lease transaction given that the Paper Business is (1) strategic to Enron’s business plan 
whether or not ENW is ultimately formed and (2) the value of the Paper Business at S200MM provides 
4: 1 asset coverage (albeit not a secured interest). The value of the Paper Business is supported by (a) 
valuation work conducted by Chase Securities in conjunction with our private equity/M&A assignment 
for ENW and (b) the active negotiation with a third party investor with a target price of S200MM for 
these contributed assets. 

Risk of an actual funding under the commitment is primarily mitigated by air tight restrictions on 
Grinch’s activity including prohibition a capital expenditures, etc. without the lender’s consent and the 
asset coverage provided by the Paper Business - i.e. The value of the Paper Business would have to 
decline by S200 million. 

Transaction Terms 


Borrower: 

Amount: 

Chase Role: 
Upfront Fee: 
Drawn Pricing: 
Purpose: 

Equity Investor: 

Maturity: 

Security: 

Conditions to 
Fund: 

Covenants & 
Other: 


To be formed SPV 
$48.5 million 
Sole lender 
[$250,000] 

100 bps increasing to [ ] after [ ]. 

To provide 97% of the capitalization of SPV to purchase Class B Preferred Shares in 
Grinch LP. 

LJM 2 Co Investors LP to provide a commitment to the SPV for $1 .5MM. LJM 2 is 
managed by Andy Fastow, Enron’s EVP and CFO. 

June 29, 2001 

The loan will be secured by the Class B preferred shares in Grinch LP. 

Only in the event that losses in Grinch LP exceed $200 million. Enron Corp. as 
general partner of Grinch will bear 1 00% of the first $200 million in losses at Grinch. 

Strict prohibitions on Grinch’s ability to incur other debt, make capital 
expenditures etc. without lender’s consent. 

' Grinch will enter into a service agreement with Enron specifying high standards 
of care relating to management of Grinch. We will seek a covenant specifying 
that no more than 20% of Grinch’s counterparty exposure may be in Enron’s E- 
5 (BB+) category (i.e. 80% of exposure must be investment grade). 

In additional to our note maturity, at the end of [6] months, the class B Preferred 
share may vote to sell Grinch in the open market. 


FOIA Confidential 
Treatment Requested by 
JPMC 


ANNA 


senate 
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Revised: December 16, 2000 (3:45PM) 


LJM2 Co-Investment, L.P./Fund Formation 


CONTACT LIST 


Comoacv Name/ Address 

' 

Name/Title/T eieDhoue 

Home Add ress/Telen hone 

LJM2 CO-INVESTMENT, L.P. 

333 Clay Street, Suite 1203 
Houston, TX 77002-7361 

Fax: 713-646-8656 

Michael Hinds 

Managing Director 

Phone: 713-345-5869 

michael. hindsxblimimestments. com 

Asst: Amy Flores 

713-345-5867 

3065 Reba Drive 

Houston, TX 77019 

Phone: 713-874-0166 

Cell: 713-851 4898 

Pager: 888-5064761 


Ace Roman 

Analyst 

Phone: 713- 843-9587 
ace. romariailiminvestmenis. cam 

2350 Bagby #3202 

Houston, TX 77006 

Phone: 713-520-9116 

Cell: 713-515-3613 

Pager: 800-670-1420 

KIRKLAND & ELLIS 

655 Fifteenth Street, NW, 

Suite 1200 

Washington, D.C. 20005 

Phone: 202-879-5000 

Fax: 202-879-5200 

Michael T.Edsall 

Partner 

Phone: 202-879-5028 

michael edsalKctdc.kirkland.com 

Asst.: Kathy Liboro 

202-879-5072 

kathv lihoroQxdc. kirkland com 

6424 Wood Haven Road 
Alexandria, VA 22307 

Phone: 703-765-0354 

Fax: 703-765-1159 

Cell: 202-276-3253 


Robert G. Marks 

Partner 

Phone: 202-879-5127 

robert markslcbdc. kirkiand.com 

Asst.: Beth T. May 

202-879-5957 

beth maviw.dc.kirkland.com 

1400 East-WestHighway 

Apt. #306 

Silver Spring, MD 20910 

Phone: 301-5874543 

Cell: 703-967-7740 


C VDQCUMff* t\aSCHNAPU.OCALS- KTSMRCONTACT list doc 


FOIA ConitdenJlai 
Treainiertt Requaslad fey 
4PMC 
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ANNA - 00399 




211 





212 


10:59 AM 


To; Was Colwell/HOU/ECTigECT 
cc: 

Subject 2000 Accomplishments 

I am forwarding my list of 2C0 accomplishments to you also. It should be noted, that the $100 million 
transaction at year end enabled two wholesale business units to make their budgets (EIM and ENW). It 
was also done with "new accounting technology by using unfunded capital to meet the "at risk 
requirement". This idea Is something we are starting to incorporate In other deals at ENW and EIM 
because its easier and cheaper for the banks. 

Also, although the IT stuff was a mess, as you can see we have taken some steps In getting this thing on 
track for 2001 * • . - 

Let me know if you have any questions. 



Thanks, , 

Mike.' 

Foiwardad by Michael K Pafridt/NA/Enron on 01,0412001 09:07 AM 

PM 

Sent by: Diana Latson 

To: Richard CaussyfCoip/Enron@ENRON 

cc 

Subject 2000 Accomplishments - 
Mr. Causey, 



I am forwarding the attached to you per Mike Patrick's instructions. 



Mika Patrick 2000 Accompllshments-d 

Mike will be In the office on Tuesday, January 2, 2000. 

Thank you, 

Diane Latson X57681 
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Mike Patrick 

VP & CAO - Enron Net Works 
2000 Accomplishments 

In my accounting structuring role at Enron Networks 


♦ Developed the structure that could result in the non-consolidation of over $3 billion of future financing 
for the Net Works' pulp and paper fund. ' This was done in light of four significant commercial issues 
which have historically been problematic for accounting 1) Enron retaining over 75% of the economics 
of the fund, 2) the inclusion of a fixed price call option that will allow Enron to buy out the other 
partners, 3) Enron guaranteeing the performance of every single trade done on behalf of the fund 
without having to disclose it in the footnotes and 4) the inclusion of a put option that will allow the 
investors to sell their partnership interests back to Enron. 

♦ Developed an alternative structure within a very short time-frame to recognize approximately $100 

million of income and funds flow in 2000 .when the above fund structure was not able to close by . 
year-end. The transaction was primarily accounting driven and the structure was heavily negotiated 
with Arthur Andersen. Ultimately the quick timing issue was addressed by achieving de-consolidation 
of a business with only a minimal amount of cash ($7 million) contributed from a third party and a 
commitment to contribute more ($43 million) in certain situations. Creating a structure that allowed 
third party investors to commit instead of actually funding its contribution represented a significant win 
for the accounting group and allowed the commercial team to close tie transaction quicker and 
cheaper. ' 

♦ Led accounting structuring support in executing the True Quote, Houston Street and Klodex 
transactions in 2000 which should allow Enron Net Works to recognize $10-$20 million in income in 
2001 . 

♦ Worked with several commercial groups within Net Works (Houston and London) to provide alternative 
structures that should yield positive income statement results in 2001 if dosed. 

In addition to my accounting structuring role, I also led the Enron Net Works’ accounting team that 

♦ Complied the 2001 Operating Flans for 3 Commercial Groups, 3 Support Groups, 6 Trading Platform 
Groups, approximately 45 IT Operating Groups (over 1 ,200 people in ail) with limited resources 

♦ Established a comprehensive plan for Global IT costs in order to better determine cost structure and 
monitor monthly operating costs. 

♦ Determined a solution for converting 80% of IT allocations to SAP allocations (currently performed 
external to SAP) thereby eliminating 1 .5 FTE’s 

♦ Established standard ENW project tracking template for capturing fT project costs consistently across 
business units 

♦ Performed detailed analysis of IT operating expenses resulting in approximately $15-20 million that 
was previously expensed that was reclassed to capital. 
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December 20, 2000 


Enron Corp. 

1400 Smith St 
Houston, Tx 77002 

Attention: Mr. Barry Schnapper 

Ladies and Gentlemen: 

As consideration for Chase Securities, Inc.’s (“CSI”) role in structuring the 
financing for Annapurna LLC, you agree to pay to CSI, an advisory fee in an amount equal to 
$500,000 payable on the date the contemplated transaction documents, including the Credit 
Agreement are executed. 

You agree that once paid, the fees or any part thereof payable shall not be 
refundable under any circumstances, regardless of whether the transactions or borrowings 
contemplated by the Credit Agreement are consummated, except to the extent that any Agent 
fails to honor its commitments under the Credit Agreement All fees payable hereunder and 
under the Credit Agreement shall be paid in immediately available funds. 

This Fee Letter may not be amended or waived except by any instrument in 
writing signed by CSI and you. This Fee Letter shall be governed by, and construed in 
accordance with, the laws of the State of New York.. This Fee Letter may be executed in any. 
number of counterparts, each of which shall be an original, and all of which, when taken 
together, shall constitute one agreement Delivery of an executed signature page of this Fee 
Letter by facsimile transmission shall be effective as delivery of a manually executed 
counterpart hereof. 


o:\egflegai\gbahlmann\networks\csi-fee4lr.da 


FOIA CcnfldentfaJ 
Trealinant Requested by 
JPMC 


Permanent Subcommittee on Investigations 

EXHIBIT #315 


SENATE 
ANNA - 00360 
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Enron Corp. 

December 20, 2000 
Page 2 

Piease confirm that the foregoing is our mutual understanding by signing and 
returning to us an executed counterpart of this Fee Letter. 


Very truly yours, 


CHASE SECURITIES INC. 



fiOSERT W. TRABAND 

MCE PRESIDED ' 


Accepted and agreed to as of 
the date first written above by: 



Q.iegflegaS\gb3himann\networks\c$i-feB-lb\doc 

FO!A ConfWanllai 
TroatmottRsquastod by 


SENATE 
ANNA -00361 


JPMC 



Transaction Steps; 
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DRAFT. CONFIDENTIAL. 


Transaction Descriptions 


Project Bacchus 
Summary 


Project Bacchus was a monetization of i00% of Enron North America’s Class C member 
interest in Fishtail LLC (the “Fishtail Interest"), a Delaware corporation on December 20, 
2000. The monetization was effective as.of December 20, 2000, through the use of the 
Caymus Trust, in compliance with SFAS No, 125. Wilmington Trust Company was the 
Owner Trustee of the Caymus Trust and Citibank was the primary lending institution 
under the Facility Agreement, The amount of the Facility Agreement was 5193,979,000 
and was requested drawn as of December 2 1 , 2000. Beneficial ownership interests in the 
Trust aggregated 56,021,000 and were held by Long Lane Master Trust IV. 
Approximately $1 14.6 million of gain was recognized with this transaction. 

Structure Description 

The limited liability company agreements of Sonoma, L.L.C (“Sonoma”), and Napa, 
L.L.C. (“Napa”) were dated as of December 20, 2000 (“Effective Date”). Enron North 
America (ENA) was admitted as the initial member of Sonoma on December 13, 2000. 
ENA capitalized Sonoma with the aforementioned Class C member interest and in 
exchange received a Class A and Class B member interest in Sonoma representing .01% 
arid 99.99% economics, respectively. The Sonoma LLC agreement was subsequently 
amended to admit Napa as a member such that ENA has a .01% economic Class A 
member interest in Sonoma and Napa has a 99.99% economic Class B member interest in 
Sonoma. 

ENA was admitted as the initial Class A member of Napa on December i3, 2000 for a 
capital contribution of $100. The Napa LLC agreement was amended to admit Camus 
Trust as a Class B member in exchange for $200,000,000. ENA and Caymus Trust 
owned ,01% and 99.99% economic interests in Napa, respectively subsequent to the 
amendment. 

The aforementioned sharing ratios remain the same uAtil the aggregate of all distributions 
made to a Class B member equals or exceeds the cut-off amount (defined below) at 
which time the Class A member will automatically receive a sharing ratio of 100%. 

The “Cut Off Amount” means an amount equal to the amount 
required to pay 1) all principal and interest an all other amounts (if 
any) payable by the Trust to the agent and lenders and 2) alt 
certificate base amount and certificate yield and all other amounts (if 
any) payable by the Trust to the certificate holders. 

Wilmington Trust as Owner Trustee formed Caymus Trust on December 20, 2000 for a 
capital contribution of $75. Caymus Trust borrowed 5193,979,000 from Citibank. This 
debt is secured by a Total Return Swap written by Enron to the trust. 

EC2 000009786 


EXHIBIT #317 
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DRAFT. CONFIDENTIAL. 


Transaction Descriptions 


Caynus Trust used the Facility and certificate proceeds to acquire the membership 
interest in Napa. Napa used the proceeds received from Caymus Trust to acquire the 
Class B membership interest in Sonoma. Sonoma made a special capital distribution of 
$200,000,000 to ENA from the proceeds received ftom Napa. 


EC2 000009787 
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CTBAAKOI 


TSALOMCNSMITHa\RNEY 


Global Loans Approval Memorandum 


Memo date: December 6, 2000 


Approval Due Date: December it, 2000 


[ 1 Agent-ooly Q Co-Agent Q 


A, Key Statistics 
Borrower. 


SPY wih Enron Net 
Wcrics U.C as Sponsor 
fCaymus Trust") 


Facjftt39s(MM^ Type? Tenon S242.5MM/ tenn loan/ 1 

year (97% of facility) 
S7.5MM/ equity interest/ 
1 year (3% of facility) 


Citibank Commitment (5MM): 


'Citibank Hold (SVM): 


*U/W Amount ($MM): 
*B/E Amount (5MM): 


Debt S242.5MM. 
Equity: 57.5MM 

Debt 52425MM. 
Equity: S7.5MM 


Expected launch Date: 
Expected Closing data: 


December 13 20GO 
December 20. 2000 


Bookrunner(5) / Amount: 


Salomon Smilh Barney 


Administrative Agent / Amt Citibank, HA 

Syndication Agent I Amt N/A 

Documentation Agent / Amt N/A 

PRICING Pricing 

(BPS) Grid Undrawn 
Facilities YIN CF FF UBOR Spread 


Term ican 


Utilization Upfront Fee 

Fee Fully Drawn (Range) 


Deal Leader. Chris Lyons 1 Tel: 713-554-2852 


Back-up Contact Lydia Jtinek l T at 713-554-3447 


LTUrsecured 

RATWMr. 

BSB+fBaal 


RR for Facility 
(DRV) 

• 4* 


Adverse ClassfRcation 
(UULorUI) 



CONFIDENTIAL 


ClTl-SPSl 0015991 
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Purpose: 

This memorandum seeks approval for a 5250MM facility phe fadUy*) to Caymus Tmst (The Trust"} with Enron Not Works ILC 
C Net Woks') as the sponsor. The main purpose of the transaction is to allow Enron Cop. te bring its debt levels down over 
year-end through the monetization cf its pup and paper trading business. The facSty will have 2 components - a debt piece of 
97% or S242.5MM and an equity piece cf 3% or S7.5MM. The debt portion, which we will bock and hold, m be secured by -way 
of a total return swap with, Enron N A. which is ultimately covered by a guaranty from Enron Cap. The equity portion will sit on 
the books of a separate balance sheet provider who wiS receive compensation for assuming what will essentially t* Citibank risk. 
R8C has indicated receptrveness to being the Balance Sheet provider as they are already familiar with this type of transaction." 
From our perspective, the equity portion of the fadity wi be at risk and there is consequently a targe element of trust and 
relationship rationale involved, however, this equity risk is largely mitigated by verbal support received from Enron Ccrp. as per 
its CFO, Andrew 5. Fastow. 

The facility 'will be set up with a t year tenor, however we expect it to te taken out with the proceeds of asset sales which should 
be completed by the end cf 1Q2001. Enron anticipates toese proceeds to amount to roughly 56 billion. One of the disposition • 
transactions, for example, involves the purchase of Portland General Electric of Oregon, a unit of Enron Corp., by Nevada-based 
Sierra Pacific Resources for $21 billion, tf the proceeds from asset exposition are not received as expected by March 31, 2001, 
we w® syndicate the facSty. 

Transaction Summary (refer to attached schematic for Project Bacchus): ■ 

Program Sponsor - Enron net works LLC 

Enron Net Works will be set up initially as a wholly owned subsidiary of Enron Corp. with a view to bringing in third party investors 
in short order. The investors will contribute cash equity of approx S60QMM and Enron will invest a like amount split between 
cash and assets, with Enron’s pulp and paper business representing the bulk of assets contributed. 

PVLtfPAPER ASSETS 

Enron values its pulp and paper business al 5275MM. The only other valuation for- the pulp and paper assets available thus far is 
one done by Chase, which acted as an advisor on raising equity for Net Works from third party investors. Chase's valuation 
range is S225MM-S300MM and their valuation presentation is attached. 

Guarantor- Enron Corp. 

Enron Corp. has agreed to guarantee the obGgaticns of Enron NA in this transaction, as wed as to provide verbal support for toe 
equity component 

Enron is one of toe largest integrated natural gas and electricity companies in the work:, with a market capitaization of more than 
$60 barton, assets of more than $50 biiGon and annual revenues cf more than $40 billion. Enron's pipeiire/electoc utility 
businesses are toard assets* and provide a stable e 2 mings base. The wholesale energy segment builds upon these "hard 
assets’, as well as assets owned directly in toe segment, by aeding commercial supply and product expertise. This integrated 
strategy has made Enron toe leading 'wholesale power and gas marketer in the U.S. Near term growth will come from merchant 
activities, electricity sates, telecommunications, and retail. Enron is rated B8B+7Baa1 by S&P and Moody's. 

7JUWWCTCN SEGU£MC£ 

1 . On Day 1 , Net Works wffl be set up as a 100% owned entity of Enron Corporation at the outset. Opus 1 LLC fOpusT and 
Napa 1 LLC TNapa") wili also initially be established as wholly owned entities of Enron Corp. 

Z Opus will give Net Works a Class A interest (.01% Economics, 99.99% Vote) in Opus 1 LLC and a $25CMM Note in 
exchange for a Bmiled partnership ("IP") interest in Net Works supported by the paper business or an L D interest w a 
partnership containing those paper assets. 

3. Opus will Ihen sen a Class B interest in itself to Napa in exchange for a $250MM note. 

4. Napa transfers the Opus Class B interest to Caymus Trust in exchange for S250MM cash, which is then used to 
immediataly repay the Opus note. 

5. Caymus Tmst assumes $250MM to capital, composed of 97% debt (S242JMM) and 3% equity ($7.5MM). 

5. The debt component is protected by a total return swap (IRS') with Enron NA (a wholly owned subsidiary of Enron Corp), 
which is ultimately guaranteed by Enron Corp. 

Further, a put will be estabtished between Opus and Net Works for toe principal amount of toe debt phis the interest expense 
over toe fife of toe deal The put saves to provide solvency for Opus and it can also be exercised if Enron N A does not fulfill its 
obligations under the total return swap. The rights for toe put wifl be assigned down to the Trust and run back to toe underlying 

ISU «_SJ»J»C 2 
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IP interest and not just the Opus Gass B Interest The equity component we provide wifl be based on verbal support as 
committed by Andrew S, Fastew, Enron Corp.'s CFO, to Bill Fox, GEM Industry Head 


Deal Team: 

Global Loans: 


Research: 

Risk Manager ! 

psssai 

Credit Admin: 

Chris Lyons 
713-654-2882 

Lydia Junek 
713454-3447 
Steve SailSe 
713454-2887 

Nisha Mohammed 
713-654-2885 

Tom Stott 
212-55S-8987 

Karen Riley 
302-8S4-SQ84 ' 

Carol Rooney 
713-654-3590 


3. SUMMARY 


EXPOSURE SUMMARY 

f in S mittens) 


Facility Description 

Current 

Proposed 

Chanqe 

5242.5MM i-year term ban 

0 

242,5 

242.5 

S7.5MM equity in ‘Caymus Trust* 

0 

7.5 

. 7,5 

TOTAL 

0 

250,0 

250 


Financial Covenants (Ust): 

Law Firm: 

CPC Documentation Exceptions 


TSD 

TBD 


C, SYNDICATION STRATEGY 
N/A 


D. RJSKS AND MmGANTS 

Valuation Risk 

One risk is that the actual value of Enron’s pulp and paper business toms out to be worth less than S25QMM. 


Mitigant 

The primary mitigant is that the debt component (97% of the deal size) is protected by a total return swap, which is further 
supported by an Enron Corp. guaranty. Hence, the credit nsk in the transaction consists of unsecured Enron Com risk rather 
than looking to the assets. 

Equity Risk 

The 3% equity component is at risk as it is "last denar' and this investment will cniy be recovered after the debt is paid out If the 
total return swap is used, Enron wiD become the sole tender and rank ahead of the equity holders. 

Mitigant 

Enron's CFO. Andrew S. Fastow, has given his verbal commitment to Bill Fox, GEM industry Head, that Enron Corp. will support 
the 3% equity piece of this transaction. 


Enron Corp. wS essentially support the entire facility, whether through a guaranty or verbid support 
Mifoanty 

Enron is an investment grade company with a BS8+/8aal rating. Enron has a proven historic ability to self assets and issue 
equity to improve its capital structure when necessary. Enron s also a very Squid company, with cash and cash equivalents of 
$897 MM at September 30, 2000 and contractual backstop fadfies of nearly $3 bfficn. 
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E Returns to CmcoRP 

Return on Entire Enron Relationship; 

During 1999, Citibank had revenues totaling $32.5 mrilicn and a RCRAP of 6.04; Citigroup had total revenues of 544.7 million 
and a RCRAP of 7.63. Yea; to date revenues tor GEM from Enron through September 30, 2000 total $36.5 MM and we expect 
revenues to exceed S50MM by year-end. - ^ 

Return on Transaction: 

Upfront fees on the total commitment wiR be $500,000. The $242.5MM debt component will be priced at LIBOR ♦ 65bps and the 
$7.5MM equity certificates will earn a return of 15% per annum. 

F. Management and Relationship Background 

Management is considered to be among the best in the Energy Industry. They are consistently cited for their innovative 
strategies and have helped the company expand and become a frontrunner to telecommunications and trading, among other 
things. We maintain regiiar contact at all levels of management, including CEO. COO, CFO, and SVP Finance'. As a pan of 
Citf3 broader reiationship with Enron, we have, been asked to support this transaction. Given the importance of this relationship 
to GEM, it is difficult if not impossible to deny this request 


G. Approval Profile 

An Annual Review was completed in June 2000 and is attached as an Exhibit. Also attached is a Credit Update, current 
through September 30, 2000. 


H. Summary of Projections 

N/A 


I. securjty/Collateral 

The debt portion (97% or S242.5MM) will be protected by a total return swap to the Trust and Enron will provide a 
performance guaranty. A put win also be put in place between Opus and Net Works, serving the purpose of providing 
solvency for 0pu3 and it can also be exercised if Enron dees not make good on the total return swap. The remaining 
3% equity or S7.5MM wilt be at risk, but is mitigated by the verbal support of Enron Corp., as provided by CFO Andrew 
S. Fas tow. 


J. RAAC Compliance/Key Covenants 

-TBD 


K. WAYS OUT 

The main way out Is a take out by Enron using a portion of expected proceeds' from asset sates of approximately S6 
billion. These asset sales should be completed by the end of 1Q2001. If these proceeds are not received as expected 
by March 31, 2001 we wfll syndicate the facility. 


L Exhibits 

1 . Diagram of Project Bacchus Schematic 

2. Enron Networks Valuation Analysis as done by Chase Securities 

3. CA 

4. Enron Annual Review dated 6/30/2000 

5. Enron Credit Update as of September 30, 2000 
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Unknown 


Fox, William 

Wednesday, April 18, 2001 4:29 PM 
Stott, Thomas 
Enron Credit Approval 


From: 

Sent: 

To: 

Subject: 


As you know Enron is pressing us to go to market with the renewal and increase of their flagship RC as well as the 
increase in the Rawhide transaction. The existing deal expires May 16 and Rawhide needs to be resolved by April 30. 
There is no question that Enron cashflow has become more dependent on Price Management Activities. For 2000 EBIT 
from PRM was $1.98 up SIB from 1999. Nevertheless, they still have substantial fixed aseets, non PRM cashflow and 
substantial capital: S22B; $1.78; and S12.5B respectively. As you know we are committed to undertake an indepth review 
of ail the energy marketing companies including the use of outside accounting and technical advisors to deal with 
transparancy and PRM accounting.. This should be completed by mid/end of May. At that time we can make an informed 
judgement as to how much exposure we want with these clients, on what basis, and haw we should mange any 
transition/change going forward. As part of this review Enron as in the past will be more than willing to review with all 
interested Citi parties their PRM strategies and risk management process. Enron generates substantia! GCIB revenue ( 
$50mm in 2000 ); any decision to limit/reduce credit availability will significantly reduce revenues going forward both at Cit 
and SSB and permanently impair the relationship. Let's discuss. 

Further to the Enron approval memo total OSUC to Enron is $795mm broken down as follows: 


$200mm - Bacchus: SPV where we have a total return swap from Enron for $180mm and verbal support far the 

balance 


100mm - Enron 364 day RC 

100mm - Rawhide: SPV consisting of both 100% Enron notes and merchant assets 
75mm - Turbo Park: synthetic lease ( ADP ) on series of gas power plant turbines; 85% Enron guaranteed 
54mm - Yosemite 1,2: CLN structure with 100% Enron risk through prepaids 
42mm - Enron Funding: SPV with Enron guaranty and AAA insurance company credit wrap 
41 mm - Dabhol: power plant project financing in India 
30mm - JT Holdings: ADP on gas liquids assets with 85% Enron guarantee 
25mm - Garden State: loan against paper assets with verbal support of Enron 
24mm - Nahanni: SPV 100% supported by US Tres. bills 
10mm - JEDI II: SPV consisting of Enron oil & gas properties 
6mm - Coal Monetization: coal contract monetization from Houston Lighting & Power ( Reliant ) 

68mm - misc PSR 
20mm - misc facilities 


Recommend that we approve the two requests at hand. They are 100% Enron risk with the RC being a 364 day facility. 
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Exsaitfy® Summary 

Purpose T hts purpo** of 1W* wmo I* in ipprov* tfc* fciiowfng taciUtJ** ft* Enron; 

1. fcjifccpart^fcjiGaf^^ CSbarShaa^asfrd tocareajgOgU^ 

«f*$K6MM5Ba»K^i»«ifejFCSF8. Th«&csjfcf*ab«!jne5a»dfef?s«be*wsMf(CSFS)lsyS31/01- Th«»an55cn 
.ccrnisa «fa3i)to* s*ucii«!o Sana S* atfsfcxidfca ar4dr«icernaftic* gas Intf****: {ttwsJrg assets teudfcgixesi 
arsi-seS coa» t&M Is Mot prtjoebL Tfi* swear* aperstesifi a aa«wr are*** a synSwdc ieasa 5 ten a drawee period 
af 4 jmw and a &wf (nataay of S f**% 

Z ' Gan^aatePaDirFat^Ci^ art bate a^bo^rtteli tccaW farafcttqftStayiMh 

Eacpto^a2^*a*^p*cd»dato T^as^liRarKKS&i totoimaoncoR^afpt^^pa^- ,, 

fec^aq^^&jOTtoF0^anat»n;b«Mlyi!apap#airfj*flp!radfcTgbusi(»s3.-^ &t.u,J jffcA- . 

3. Babdiwfoi^TwstF*^ Capita been a^fcapjnnewl^ 

Cfltfi&atea. ltapupoa*o(MftKn^iittsmte$rm^pu^^pa^ia^ta«nmoH«)B«enftoMib^«ibnfir 
te ufima*# Stands® $«u$h *)bH vbrSjm trt*«n En?m and at$s!y srtvtstes^Aidi « eluded So dose In S*8ni quarter of 
OT1.TT4Nc»^<2i^rtt*itTO^&ya^r«!OTy#«o»eSxrooCapas^cn^r3k. IbeCertScateram 
supported ay wial support ittanei Py W Fox lorn Mjy Fme-#, Enron Corp's Cftef Financial GS5c», This ixatf Has 3 Cf,« 

. , year ^nninaScn data. Hcwevw, t* cor^jrrf cpocS to repay J to !bt &y 35tJDt . 1 2 i* ret repaid by 3QUJ1, w« wS syrvSeala S. 

4. ■ ;T4-nbqwal approval fcr a amt Gearing lint ef 5206 alfcn Sjr Entoa fete, U± to U*xj» to S>a^eariyn^!raosac*» 

, ‘ "payirtnix ‘ • >-» 

5. Tar«su«&acef3Yafl3eJi»xiaJr533f^s^cU2«4i^m«hrtosa^ tamCecard*f27,2CMto * 

March 28, 2001 to «indd» lift iwwanca pdeytomfeufloa date* ccftein^nUjfcwium. Ito 

‘ Cap. aw, guarani**! by Enrw Cap. 

t Tof*^ap9Rwdto«fe«rt*ri<*a^w^^tf4.4MMta»3MMh*wCoalUk™(to^ 

35* <J»j- ported tersfctftSng « tZOtffil. 

h mo*** SSBA. Wi m mpm** 1 9M* tterr* 

HfTorequesi approval toirgeaat deriva** fcdtog *m fcr Emn Natt America &xp Sat> »2:MM » S1S0MM to cover erfsifcg 
.• .fassjvoarvJac^waBaMandaflcwadiS^ira^ 

B&fo rtqowt approval to kww SS3 trading km fcr ftAtw *Qm$25MMto$5&MU. 



hm hhmum. . 

$4? and Moody'S Cap i«ft88*^1.r«ap*cd»ly»d E^ TT» revenue Old RC«AP 

8c}um!roin &^&[^5rei^facACat<rtandSCa: 



TctoJ r*vc«j*« fcr 20 Q 0 1 rc» &tw fcr C 3 Nnk and SS 3 cm*Jn»i art *rp**i»d to «o**i JS> rrJfcfl. CSfcar* wow* in JOCO are 
eapaded to be $41 «•» cf t* SSJmfcu 

Thetmite ra r tta c3cn*deacrt»d4buwteatefe STOftatrwrifedWrBtefar^^** 

c»w^^^WbyEaw»»t**fc4»rt»*t'at'«»paric^taJwsttes&^ EadikarnacSonhaabeori 
$trydJ^toprotod!S»!»r*a»W^«rKJ^»in*t«tT« 4 m te *xx%ct\ >« tjpod » arscur? c/ Vxjftfrxwtei 

«*pca«* $375«M) *4 b* «*iuc*4 ky Ml/Oft. 
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N0V.i?.£3ei 13 :*ep?l 
Project Bacchus 


Confidential Treatment Recjuested by Arthur Andersen LLP 
flRTHJR AND£SS£N i„r MO. 3^4 P.? 

/SflfiCrtrewrl 

I'VpptTlCL''. Q ■ 


3% Tast and Gain Calculation 


pjfcftasa Frfee/Trust Capitalization 

5 

200,200,000 

Rap’d Equity % 


3.00% 

Raq'd Equity 

y 

6,000, QQ0 

Plus: Fees Paid to Citibank 

JL 

21.000 (Requires 3% ecuiiv arass-uol 

Actual Trust Equity 

s_ 

5,021,000 fi 

Debt Amount 

s 

193,979,000 J 4 

■Proceeds from Sale 

$ 

200,000.000 f ■ 

Basis in Fishtail Interest 

s 

38.000.000 / 


Pratax Gain S 112.QOO.OGO -V- 


Respect 

■ CA^>*Mx.nj ,i 

&L 

NGv i? 5ae: te^ea 


IHKBTit7 
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From: Steve.Baillie@citicorp.com rmaiito:Steve. BaiiIje@aticorp.com) 
Sent: 24 November 2000 20:47 

To: WiIliam.Fox@citicorp.com; Lydia.Junek@dticorp.com; 
niels.kirk@dti.com; john.iyons@citicorp.com; james.f.reilly@ssmb.com 
Cc: Steve.Baiilie@dticofp.com 
Subject: Enron update 


Where we are relative the various Enron deals w are looking at: 


Garden State: We are proceeding. S24.5MM exposure. CA should circulate this 
week. 

JT Holdings: We are proceeding, but we need resolution on the arrangement 
fee 

issue very soon. After "feeling the company out" again, Enron is still 
resistant to paying more than $10GK. S25MM incremental exposure. CA should 
circulate this week. 

Baachus: We have found out a little more information about the deal 
specifics. 

A bridge of up to S250MM looks quite likely given that the negotiations 
with 

the private equity for the new paper company (LP units in which will be the 
underlying asset we will probably be monetizing - Enron to confirm it will 
not 

be the trading business itself) could be delayed as late as mid-December. 

Enron's motivation in the deal now appears to be writing up the asset in 
question from a basis of about SI COMM to as high as S250MM, thereby creating 

earnings. 

It appears the sequence of events will be as follows: 

- day one, Enron contributes trading business which will be deemed to have a 

value of up to S250MM, and then we provide $250MMi of which S242.5MM will be . 

supported by an Enron total return swap, and S7.5MM by the "bottom" 3% value 
in 

the asset 

- day 2: (timing/certainty to be confirmed by Enron) Enron will contribute 
Garden State Paper, whose value will be at least $40MM. It is unclear what 
the 

“other" assets that Enron will contribute are. More td follow. At this 
point 

Enron will own 100% of the business as it Is the only party to have 

contributed 

anything yet 

- day x: when another paper asset Is identified, the initial $300MM will 
come 

from the private equity (to bring its contribution up to the value of 
Enron's 

contribution to date), after which contributions will be 50/50 between Enron 

and the private equity. The Is relevant since, to the extent the next 
asset(s) - 

identified require contrfcution(s) of more than S300MM, the value of our 
asset 

(i.e. LP unit) should increase accordingly. 

Rick Caplan has told me that sourcing a balance sheet provider should still 
be 
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achievable. 

Conclusion: 1 see three Key concerns here: (1 } loaning the "bottom" 3% on 
a 

deal which day 1 has 1:1 asset cover, and day 2 has 1.2x asset cover. 

Clearly 

a large trust rae element to our S7.5MM of exposure (2) appropriateness 
since 

there, is now an earnings dimension to this deal.. which was net there before, 
and (3) up to S250MM -funded over- year end. 

Turbopark: See other email for details. Large hold (as high as S200MM. but 

with Qt selldown to S7SMM). We are told the deal presents synthetic lease 

type 

risks. 

Trading line increase: will probably now be around 80MM. 

London deals: Possible prepaid (2Q0MM) and Nahanni 2. Have not heard from 
London yet However Nahanni2 is relatively small credit exposure (5% last 
time). Neils - anything? 

Coal JV; We passed. Small deal, and the deal would need to be run by 
mining 

(two of three sponsors were mining, plus there was a potential non-recourse 
piece), and they were not interested. 

EBS: (the telecom/JRU monetization). We passed. No hard feelings conveyed. 

Fatcon/Crane: Jim heard from Net Works, who said it was "highly unlikely" 
we . 

would need to provide a commitment (relative to a possible bid for an asset) 

before year end. Such a commitment however is likely early. in 2001 , and 
could . ' 

be sizeable. 


Conclusion - We have managed to simply the situation somewhat. Having passed 
on 

EBS and Coal JV. as well as Falcon likely slipping into next year. Although 

the permutations are endless, Bacchus and Turbopark strike me as the key 
deals 

we will need to decide on. We are further down toe road with Bacchus (Enron 

, changing the fundamentals of the deal mid-stream aside), and Ben has asked 
that 

we take a good look at Turbopark. 
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Fox, William 

Monday, November 27, 2000 12:44 PM 

'Kirk, Niels CCI.'; 'steve.baillie'; 'wiiliam.fox'; lydia.junek’; Lyons, Chris; 'Reilly, James F. SS8.* 
Conway, Elliot S. 

RE: Enron update 


If Baachauss and the Falcon bridge materialize, that's about a $1B incremental over year end; that’s enough; maybe 
Nahanni since it will be small exposure but it will be major appropriateness issue as will the first two. 

Somewhat annoying that we get a black eye with Enron for not delivering on TXU and Prepaid and yet their chosen winner 
seems unable to deliver or if deliver on a somewhat different basis. 

— Original Message — * 

From: Kirk. Niels CCI. [SWTP:niels.kirk@citi.com] 

Sent: Sunday. November 26. 2COO 12:56 PM 

. To: steve.baillie; william.fox: lydia.junek; Lyons. Chris; Reilly. James F. SS8. 

Cc: Kirk, Niels CCI.; Conway, Elliot S. 

Subject: RE; Enron update 

Finally spoke to Chivers and the pipeline status is as follows: 

TXU CTA credit linked note - Deutsche's pricing has sprung to 
somewhere around 250 to 350 bps cn their $500 MM underwriting. 

Enron commercial guys are now balking at that and are exploring 
a commercial negotiation with TXU Europe to reduce Enron's credit 
exposure ■ so. once again, the solution that "blew Citi out of 
the water" probably won't get done. I doubt that Enron will 
re-address this with us. 

S400 MM 3 year oil prepaid - awarded to TD and Morgan Stanley (?) 
has run into difficulties. TD are apparently having trouble 
pricing the deal Enron wants. Enron may however approach us - 
for a $200 MM ST prepaid this year but done as a swap: i ' . 

' haven’t seen the structure yet but it apparently uses PSR 
instead of credit lines so exposure would be a % of the $200 
MM notional. Chivers will revert. 

Nahanni 2 seems to be in Ben Glissatfs court. Elliot, any update? 

Arcos will be a 2001 deal. RBS {NatWest)/BSCH will not be able 
to close it this year. Enron have worked up some structure that 
allows them to defer recognition of the related GE turbine contract 
liability until next year. Enron are still interested in our 
willingness to participate in the debt (again a 2001 event). 

Otherwise our only other call on credit for this year could be 
additional DOLs to cover our transaction banking (e-commerce) 
with Enron Europe as MG Ltd accounts have now been transferred 
and we expect to win their Far East accounts as well. 

regards, 

Niels 


From: 

Sent: 

To: 

Cc: 

Subject: 
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Front 

Sent 

To: 


1 




Reiiy. James F [IBOj 
Tuesday, November 28, 2000 8:12 pm 

Henaricw. Maureen A [1801; Keller, Dean paot Becton, Steven [FIT Canton dm 

SS 1 ^ 

Subject: Enrort/Baechus Summary 


Enron is seeking to monetize iheir paper/pulp trading business in a financial transactor, to dose 
before YE The business will be sold from Enron to a Irust (-Bacchus’) for roujhkr S2000snMw 

funded via 97% debt and 3% equity. USimateiy the debt Jk be 

unrated, non-reg, stored pnvate debt iniSaBy, however, we will need to bridge the debt htotZS 
year. We 'MB also place the equity with an investor and backstop * via a total return swao as 
done in the Yoserrite transactions. In effect, at dcsihg. we will hold the lull 5200/250MM of Csv 
exposure. Enron has done a senes of these type of transactions with other financial insStuficns 
To the best of my knowledge, only one - the DU Iguana deal - was placed outside of the bank 


Enron is m the process of raising SfSOOsMM in cash equity torn third party financial investors for a 
Joint venture with Enron (-Networks JV), Enron will Invest a 3ka amount, half in cash and half in 
assets. The paperfpulp operation represents the bulk of the assets to be contributed. It is - 
possible, therefore, that wa wiU aciuslly monetize the paper/putp business Indirectly by 
purchasing the IP interests in the JV received by Enron in return for their contribution of the 
assets, in any event, the Slowing win be present in the transactor in any construction- 


- Debt Enron credit as the debt win be backstopped by Enron via a total return swan with the ‘ 
trust The issue here Is Ihe bridge over YE 

Capital Markets believes Srat the paper will sett given the Enron support, altho they may want the 
ability to get a rating, if deemed necessaiy. We need to determine who provides the bridce and 
its termsfcondifansipricing. , 


- Equity: Roughly sen .SMM. We cannot hold the equity direcity. Derivatives will find a balance - 
sheet provider and take the risk for our account via a total return swap. The equity is “last dollar* ‘ 
recovering the investment only after the debt is paid out (after paying out the lenders via the total 
return swap, Enron becomes the sola lender, ranking ahead of the equity), it is expected that the 
deal will unwind via the sale of the ,LP interestsfassets. Ahsant that, the deal Mil unwind via ihe 
Squidabon of ihe assets at final maturity.. 


The only vakiaSon available is one done by .ChaSe 'as part of Iheir effort as advisor on raising "" 
equity for the JV. If the JV closes beforehand, the outside equity MS have agreed to a valuator, 
on the contributed assets, providing at least another benchmark. We win not have anything else 
by which we can validate the valuation. As the papertpuip business is a trading activity, much of 
the assessed value Is k, the 'intangibles-. We must, therefore, rely in large measure on Enron 
selling or ultimately repurchasing the busmessILP units. They have offered to have the 0=0 
discuss this at whatever level of our organization we Ihink necessary to obtain the right comfort 

-Impact Enroa'states that the objecdve of Ihe SansaeUcn is to reduce debt levels at YE This is 
accomplished by using the proceeds to repay ST debt outstanding today. According to tan, it is 
possible that there will be foods How and/cr earnings Impacts. Altho not certain at this time, wo 
should assume lhat lhare wit be FFO/eamings implications. 


- Returns: Exclusive of any bridge revenue, we can probably make no more tan 3600M in fees 
plus a return on ihe equity (pest payout to the balance sheet provider). Wa need to deckle and 
communicate at of the priemg components soon. 


CONFIDENTIAL 


Permanent Su hrammittcc ffli invcsmUasa 

EXHIBIT #322c 


Cm-SPS! 0113432 












231 


- Relationship: For Enron, tbfetngi^afcfetri ^RussIcra;OTfea^ (^«r%bM not mine) for YE and a 
“must’ for us. If we see-aoy de 1 '* 8 "*"^” ,J 'ri=fee Biern immediately. .{ 




d> C h «,vv *i to '**• Ax*t&C 

— A. 








.d-fy-t-i- -y>i.~M^ dr 'hfSf^ 

v» *y*t~ec£**t ? 


■ffO' ser/uoi TC ■«& • T^-tt 

i 8 £rj>fr.fc 


. 2 i<jc s 


7* . 

“/ 7>i/^.f ■ tf ^j*'**’*+**? t~ , . . 

■4 'Tq t.*<< 

~-J 

*~f /^^n^|> 45 ,t^Vii /« f C 
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Unknown 

Reilly, James F. SS8. [jarries.f.reiily@ssmb.com] 

Wednesday, December 06, 2000 7:00 PM 

Becton, Steven SSB.; nck.capiari; Angelini, Amanda SSB.; steve.baillie; iydta.iunek: Ivons 
Chris; Keller. Dean SSB. ‘ ^ yon5 ' 

Reilly, James F. SSB.; Hendricks, Maureen A. SSB.; wiltiam.fox 
EN E/Bacchus Update 


Now sized a t 5200MM ($194MM debt and 56MM of equity) +/- (according to the company, any 
movement would be insignificant in amount). Bacchus will monetize the Enron interest in 
their existing pulp/paper trading business, valued at roughly $'200MM by Chase (in an 
advisory role with the Enron Networks effort); the value will likely have been accepted by 
an outside sophisticated investor before closing (probably Bain) . The actual asset 
monetized will be L? units in a partnership which owns the business. The deal needs to 
close before YE. Enron has asked that Citi provide a 9 month bank facility which will be 
retired either by capital markets refinancing or early retirement of the transaction (frbit 
-the sale of the underlying units or, more likely, from proceeds from the sale of other 
Enron assets for which divestiture efforts are underway) . 

Bacchus is part of a program designed to ensure that Enron will meet its YE debt/cap 
targets, in effect "bridging" to the preoceeds expected to come from a massive divestiture 
program underway - peakers, Portland General, wind. South America. Proceeds will be used 
to repay O/S debt. In addition, it is probable that the monetization will add to FFO as a 
portion of the assets will be from the merchant pool. It i3< possible,' but not certain, 
that there will be an earnings impact — Enron has suggested, however, that because of 
their ongoing involvement in the business, it is unlikely that 
there will be any material earnings benefit. 
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Unknown 

From: Reilly, James F [1801 

Sant Monday, December 11, 2C00 5:26 PM 

To: Baiilie, Steve [ClTl]; Lyons, Chris [Cmj; Junek, Lydia [ClTf]; Caplan, Rick [FI]; Angeiini, 

Amanda [FI]; Becton, Steven [FI]; Wagman, Steve [Fi] 

Subject EN E/Bacchus 


From a conversation with Barry Schnappen There are “technicaT issues with Networks which MAY make Bacchus 
unworkable - Enron continues to try to resolve these unnamed issues but may not know for certain.until the end of this 
week. IF Bacchus is withdrawn, Enron is likely to ask for CIti to provide a S200MM prepaid instead. 
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Unknown 


From: Elliott, Shirley S. 

Sent Wednesday. December 13. 2000 12^2 PM 

To: Fox. William 

C c. Tiilikainen, Tero A.; Stott, Thomas: Batflie, Steve; Junek, Lydia 

Subject Enron 


" B!U, 

In response to some of your questions that you asked last night during the Enron Package call. Tero and 1 have compiled the following information in 
the attached document 

1. September 30. 2000 vs. December 31, 1999 vs. September 30, 1999 numbers 

2. How much EBITDA was non-cash for the above periods 

3. Segment Information-1 believe that both the Energy Wholesale and Retail Services divisions perform trading activities. Price risk management 
information is aTso included for the above periods. 

4. Materiality of the Bacchus transaction. 


EBITD A/Revenue has decreased from 9/30/99. Total Debt/EBITDA has increased dramatically for 9/30/00 in comparison to the other two periods. 
Though Enron may 'tidy up* their balance sheet for year end. when including 9/30/99 figures in the comparison, it appears that the change from 
12/31/99 to 9/30/00 is more substantial rather than cosmetic. 

The non-cash portion of EBITDA coming from price risk management activities has jumped from 18.7% at 12/31/99 to 51.4% at 9/30/00. 

Over 90% of Revenues come from the Energy Wholesale and Retail Service divisions for the three periods presented. Over 80% far 9/20/00 and ' 
over 60% for 12/31/99 and 9/30/99 of Income before interest and minority interest and income taxes come from these two divisions. 

In terms of total balance sheet size,' it appears that Bacchus Is immaterial; however, the $200 million represents 16.3% and 22.4% of operating cash 
flow and net income, respectively, for the 12 months ended December 31, 1999, Bacchus represents 7? 7 % and 1 1.6% of cash EBITDA for nine 
months ended 9/30/00 and twelve months ended 12/31/00. respectively. 



EnronRgures.doc 
(26 KB} 
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Enron 



9 Months 

12 Months 

9 Months 


9/30/00. 

12/31/99 

9/30/99 

Revenue 

60,038 

40,112 

29.139 

EBITDA 

1,853 

2,113 

1,699 

Interest 

604 

656 

537 

Cash Flow from Operations 

too 

1,223 

(43) 

Capital Expenditures 

(1,549) 

(2.363) 

(2.022) 

Dividends & Distributions 

(396) 

<467) 

(346) 

Free Cash Flow 

(1,845) 

(1.602) 

(2.411) 

Total Debt 

13,781 

9,152 

8,592 

Total Equity 

11,270 

9,570 

9,345 

EBITDA/Revenue 

3.1% 

5.30% 

5.8% 

EBITO A/Interest (x) 

3.1 

3.2 

3J2 

Total Debt/EBITDA (x) 

7.4 

4.3 

5.1 

Total Debt/Total Book Capitalization 

55.0% 

43.30% 

47 J9% 

Price Risk Management Information 
Current Assets from Price Risk Mgmt 

7,294 

2^05 

2,156 

LT Assetsfrom Price Risk Mgmt 

7,367 

2.929 

3,052 

Current Uab from Price Risk Mgmt 

(6,187) 

(1.036) 

(2.829) 

LT Uab from Price Risk Mgmt 

(7,314) 

(2.990) 

. (2.521) 

Net Position: 

1,160 

308 

(142) 

Cash Provided by (used In) Risk Mgmt 

(952) 

(395) 

55 ' 

Non Cash Portion of EBITDA* 

■ 51.4% 

18.7% 

n/a 

Revenue by Business Segment 

Transportation & Distribution 

1,933 

2032 

1.461 

Wholesale Energy Ops & Serv 

54,787 

36287 

25,751 

RetaB Energy Services 

2,662 

1807 

1,009 

Broadband Services 

345 

• 526 

429 

Corporate and Other 

. 311 

(540) 

469 

Total 

60,038 

40,112 

29,139 

!ncome{!oss) before Interest, minority Interests and Income taxes: 


Transportation & Distribution 

529 

685 

483 

Wholesale Energy Ops & Serv 

1,483 

1317 

1,054 

RetaS Energy Services 

70 

(68) 

(75) 

Broadband Services 

(28) 

65 

65 

Corporate end Other 

(155) 

(4) 

- (5) 

Total 

1,899 

1,995 

1,522 

Bacchus Information— $200 MM 

As a % of Entire Balance Sheet 

0.38% 

0.60% 

0.60% 

As a % of Operating Cash Flow 

200.00% 

16.29% 

-465.12% 

As a % of Free Cash Flow 

-10184% 

-12.48% 

-8.30% 

As a % of Net Income 

21,76% 

22.40% 

26114% 

As a % of Cash EBITDA 

22.20% 

11.64% 

11.77% 
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Enron Wholwafi provides relafcie com m odity deSvery and predictable pricing to its customers hrough forward and 
other contacts. This maricst making activity includes the purchase, sale, marketing avd delivery of naL gas, electricity, 
kpids and other commodifies as wed as the manageent of Enron Wholesale’ own poctfofio of contacts. 

Retail Eneray SwvtcM seils or manages the deSvery nat gas, etoctdcty, fe^ids aid ether conmodi&3 to 
Industrial and commercial customers bcated thorughoatfw US and UK. 

Enron's value at risk for hading camvodty price risk increased to SS5 miEton at September 30. 2000 as compared to 
521 milSon at December 31, 1999. This increase is attributable to increased natural gas prices, combined with 
increased price volatility in the power and gas markets related to overall market conditions. 
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Unknown 


From: 

Sent 

To: 

Cc: 

Subject: 


Fox, William 

Wednesday, December 13, 2000 9:32 PM 
BUctt, ShirleyS.; Fox, William 

BaiUIe. Steve; Junek, Lydia; Stott, Thomas; Tiliikainen, Tero A. 
RE: Enron 


Many thanks; 

1 . Based on 1 999 numbers would appear that Enron significantly dresses up its balance sheet for year end; suspect we 
can expect the same this year. 

2. Can we tea of the cash portion of EBITDA how much of it comes from the different business segments ie how much 
cash is generated by the different business segments as opposed to reported earnings. 

3. Where do you find the VAR numbers, what is it at B Paso, Williams, Dynegy, Coastal; how should we view the absolute 
level of VAR in relative terms; EBITDA, net income, etc in order to have a view on the relative risk the different clients are 
assuming. 

Original Message — 

From: BUctt, Shlriey S. 

Sent: Wednesday. December 13, 2000 12:53 PM 

To: Fox, WlUJam 

Cc: Baime, Steve: Junek, LycSa; Stott, Thomas; THUkainen, Tero A. 

Subject: Enron 

Bill, 

In response to some of your questions that you asked last night during the 
Enron Package call, Tero and l have compiled the following information In the 
attached document: 

1 . September 30, 2000 vs. December 31, 1 999 vs. September 30, 1999 numbers . 

2. How much EBITDA was non-cash for the above periods 

3. Segment Information-! believe that both the Energy Wholesale and Retail 
Services divisions perform trading activities. Price risk management 
information is also included for the above periods. 

4. Materiality of the Bacchus transaction. 

Conclusions: 

EBITDA/Revenue has decreased from 9/30/99. Total Debt/EBiTDA has increased 
dramatically for 9/30/00 In comparison to the other two periods. Though Enron 
may "tidy up" their balance sheet for year end, when including 9/30/99 figures 
in the comparison, it appears that the change from 12/31/99 to 9/30/00 13 more 
substantial rather than cosmetic. 

The non-cash portion of EBITDA coming from price risk management activities has 
jumped from 1 8.7% at 12/31/99 to 51 .4% at 9/30/00. 

Over 90% of Revenues come from the Energy Wholesale and RetaH Service 
divisions for the three periods presented. Over 80% for 9/20/00 and over 60% 
for 12/31/99 and 9/30/99 of Income before interest and minority Interest and 
income taxes come from these two divisions. 


In terms of lota! balance sheet size, it appeara that Bacchus Is immaterial; 
however, the $200 million represents 16.3% and 22.4% of operating cash flow and 
net income, respectively, for the 12 months ended December 31, 1999. Bacchus 
represents 22.2% and 1 1 .6% of cash EBITDA for nine months ended 9/30/00 and 
twelve months ended 12/31/00, respectively. 
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Shirley S. Eliott 

Citibank, N-A. - Global Energy & Mining 
Two Allen Center 
1200 Smith Street, Suite 2000 
Houston, Texas 77002 


Teh {713)1 
Fax: (713) 

« File: En ronFigures.doc » 


Redacted by Permanent Subcommittee on Investigations 
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Unknown 


From: 

Sent: 

To: 

Cc: 

Subject: 


AngeDni, Amanda [FI] 

Thursday, December 21, 2000 3:51 PM 
Francois, Tom [CRRM] 

Caplan, Rick [FQ 
RE: Enron/ Bacchus 


The Sponsor sets up two LLC entities in Delaware. ENA as Sponsor then contributes a class A interest to Sonoma LLC - 
the Class A interest consists of ENA's interest in Enron’s pulp and paper business. It has an obligation to transfer this 
interest to the LLCs who in turn transfer the economic rights to this interest to the Trust This interest can be put back to 
the Sponsor at the end of the term to provide the Trust with funds to repay loans etc. if the assets are not auctioned. 
However - Citibank looks to the total return swap with Enron Corp for repayment of the debt. 

Amanda 


Original Messag® — 

From: Francois, Tom [CRRM] 

3*nU Thursday. December 21, 2CCQ 1:54 PM 

To: Angeflni, Amanda [FI] 

Subject: RE: Enron/ Bacchus 

What obligations does the "sponsor* have? 
Regards, 

Tom 


Original Message — 

From: Angellnl, Amanda [FI] 

Sant: Thursday, December 21 , 200C 1 1 21 AM 

To: Junek, Lydia [CITl]; Fox, Wiiliam [CITi] 

Cc: Lee, Andrew P [FIN]; Keller, Dean [IBD]; Bendemagel, Donald [GCO]; Warren. Doug [FI]; Reilly, James F 
[IBD]; Lyons, Chris ICITTJ; Caplan, Rick [FI]; Bernstein, Saul [CITI]; Baillie, Steve [CITl]; Holmes, 
Suzanne [CITI]; Francois, Tom [CRRM] 

Subject: RE: Enron/ Bacchus 

Just to darify a couple of points on the structure that we went through with Steve Baillie - 

The total return swap is being written by Enron Corp. Enron North America is now the sponsor. There is no 
guarantee by Enron Corp of Enron North America’s obligations. The obligations under the swap are for 
principal and InteresL 

We will send an email regarding our review of the total return swap. 

Amanda 

Original Message 

From: Junek, Lydia [CITl] 

Sent Thursday, December 21, 2000 11:07 AM 
To: Fox, William [CITI] 

Cc: Angelini. Amanda [FIJ; Lee, Andrew P [FIN]; Keller, Dean [IBD]; 

Bendemagel, Donald [GCO]; Warren, Doug [FI]; Reilly, James F [IBD]; 

Junek, Lydia [CITI]; Lyons, Chris [CITl]; Caplan, Rick [FI]; Bernstein, 

Saul [CITI]; BaiHie. Steve [CITl]; Holmes, Suzanne [CITl]; Francois, 

Tom [CRRM] 

Subject RE: Enron/ Bacchus 


Aree. The arrangement described by Amanda is as agreed. We have also 

agreed that Derivatives will confirm via e-mail that 8ie total return CIT1-SPS1 0128944 

swap is property documented and provides for the direct obligation of 
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Enron Corp through its guarantee of Enron North America's obligations. 
The obligations of Enron North America under the total retom swap 
include both both principal and Interest on the debt portion. The 
equity component has been approved on the baste of verbal support 
verified by Enron CFO, Andy Fastow. 


Reply Separator 

Subject RE: Enron/ Bacchus 

Author: William.Fox (Wnrtam.Fox@dticorp.com) at INTERNET 
Date: 12/21/2000 7:08 AM 


Agreed but Derivatives needs to confirm the TRS accomplishes the intended 
objective of having toll recourse to Enron Corp for repayment of the debt 
portion of toe transaction and all documentation is acceptable and in good 
order. .• . 

Original Message 

From: Argelini, Amanda SSB. [SMTP:amanda.angelini@ssmb.com] 

Sent Tuesday, December 19, 2000 5:04 PM 

To: steve.bafllie; lydia.junek; wflliam.fbx; Lyons, Chris; Reilly, James F. 

SSB.; Keller, Dean SSB.; doug.warren; Francois, Tom SSB.; Bendemagel, Donald 
SSB.; saul.bemstein; Lee, Andrew P. SSB.; suzanne.holmes 
Cc: Angelini, Amanda SSB.; rictocaplan 
Subject Enron/ Bacchus 


One clarification to the memorandum below - T the extent Credit Derivatives 
makes a payment under the TRS (to cover any fees, expenses or losses) GRB 
will pay an Identical amount in cash to Credit Derivatives for reimbursement 
of such payments. 


> Original Message 

> From: Angelini, Amanda (FI] 

> Sent Friday, December 15. 2000 1:05 PM 

> To: Baillie, Steve [CITQ; Junek. Lydia [C1T1J; Fox, William [CITQ; 

> Lyons, Chris [CITQ; Reilly, James F [IBD]; Keller, Dean pBDj; Warren, 

> Doug [FI]; Francois, Tom [CRRM]; Bendemagel, Donald [GCO]; Bernstein, 

> Saul [CITQ; Lee, Andrew P [FIN]; Holmes, Suzanne [CITQ 

> Cc: Caplan, Rick [FI] 

> Subject Re: Enron/ Bacchus 


> This email is to confirm the RAP treatment and booking procedures 

> for the $194 million debt portion (the "Loan*) and approximately $6 

> million equity portion (the "Certificates") of the Enron/Bacchus 

> transaction. 

> 

> Citibank, NJ\. (Global Energy and Mining) will incur an increase of 

> approximately $200 million to RAP assets upon dosing of this trade (which 

> is expected to be the week of December 18, 2000 but definitely prior to 

> year end). Funding for the Certificates will be provided by a third party 

> balance sheet provider. The risk associated with the Certificates has 

> been approved through the standard GRB loan approval process. Derivatives 

> has not been asked to opine on the risk associated with the Certificates. 

> To address certain structural components of the transaction, the form of 

> the instrument required for Citibank, NJV. to assume toe economic risk on 

> the Certificates will be a total return swap and not a debt obligation 

> (e.g., loan agreement). To faciliate the booking of this transaction, 

> Credit Derivatives has been asked to face the third party balance sheet 

> provider. Thus, Credit Derivatives should be viewed as simply a booking 
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> entity. The risk on the equity will remain with the bank beck. 

> 

> After discussing with Accounting Policy, the RAP treatment should be 

> that the Banking Book will view the Certificates as if it made a loan in 

> the face amount of the Certificates. Credit Derivatives will not hold a 

> RAP asset and will not mark to market the TRS for RAP purposes. 


> Amanda Angelini 

> Salomon Smith Barney 

> Credit De r ”' r ' ,! ' ,ot? 

> Fax:^M2 [ Redacted by Permanent Subcommittee on Investigations 

> amandaangeiinngjssmD.com 


3 

CONFIDENTIAL 


Cm-SPSS 0128948 



242 


Unknown 


From: Cap-an, Rick [FI} 

Sant: Wednesday, December 27, 2Q0Q 2:08 PM 

To: Wagman, Steve [Fi]; Angeiini, Amanda JR} 

Subject RE: Enron/Sacchus 


yeah, sure, good luck... 

-----Original Message----- • 

From; Wagman, Steve [FIJ . 

Sent: Wednesday, December 27, 2000 2;05 PM 
to s Angeiini, Amanda [FIJ 
Cc; Caaian, Rick IFI| 

Subject: Re: Enron/Bacchus 


Sounds like we made’ a lot of exceptions to 'our standard policies, I i 
cut of our way. to let them know that we are bending over backwards ft 
remember to. collect this iou when- it really counts. . .happy holidays i 



sura we have gone 
them. . .let’ a 
all 
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Frbrar 

Sant 

To: 

Subject: 


Sullivan, Danny [dannysullivan@aknp.com] 
Wednesday. May 16, 2QQ1 3:47 PM 
Nietruegge. Michael E. 

Bacchus Unwind 



JACCUMC' lACtn.OOC SACCi) . EOC 8iCCi«.30C 


Mike, further to my voicemail yesterday, 

attached are drafts of the 
following: ; 

1 .Certificate Purchase Agreement 

2. Certificate Assignment 

3. Investment Letter 

4. Prepayment Agreement. 

5. Direction Letter 

6. Swap Termination Agreement 

7. Termination of Independent Auctioneer Aggraement 
S. Receipt of Long Lane 

9. Receipt of Citibank 

10. Receipt of Trust 

The idea is for Sundance Industrial Partners L.P. to purchase the 
certificate from Long Lana, then as ceriificateholder make a capital 
contribution to the Trust in an amount sufficient for the Trust to 
prepay the notes in full plus braak costs. This will taka place on 
Friday of this week, so please could you give me a call at 214 659 4645 
as soon as possible so wa can co-ordinate. 

Thanks 
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Draft iZ/t 1/00 


Capital Markets Approval Committee 

New Product/Complex Transaction Description Guidelines 

Enron Corp. 

Project Bacchus FAS 125 Transaction 

Below is information about the proposed new product or complex transaction that should generally 
be provided in the transaction description. These are guidelines — depending on the product or 
transaction being proposed, certain items may not be relevant, or in some cases other additional 
information may be required. It is not necessary to follow the form, but all relevant requested 
information should be provided. 

1. Brief Description. 

> Enron Corp.. a GR3 client, has requested off-balance financing that is intended to eventually 
be used to purchase limited partnership interests in its existing pulp and paper trading 
business. Citigroup will execute a FAS 125 structure, whereby the assets will be sold into a 
special purpose vehicle which will not be consolidated onto Enron’s financials. 

> A special purpose Delaware business trust (the “Caymus Trust”) will be established. The 
Caymus Trust will be capitalized with 3% of equity ($6 million) and 97% 'of debt (approx. 
$194 million) raising approximately $200 million. The Caymus Trust will have a 0.01% 
voting interest and 99.9% economic interest in limited partnership interests in Enron Networks 
which it owns via Class B Interests assigned to it by another special purpose vehicle ((“Napa I 
LLC“). Napa I LLC purchases a similar Class B Interest from another special purpose 
company (Opus I LLC) that has acquired the limited partnership interest from Enron. (See 
diagram attached.) 

> The equity will be purchased by a balance sheet provider that will enter into a total return 
swap (the “Citibank TRS”) with Citibank. N.A. The equity will have an expected life of 9 
months with a possible extension for an additional 2 years upon a capital markets take-out. 
The Citibank TRS will initially be for a period of 9 months with two mutual three month puts 
at the end of the first and second 90 day periods. The Citibank TRS will be . booked in the 
Citibank Credit Derivatives Trading Book. The equity will not receive a principal or yield 
return until maturity of the transaction. 

> The debt will be funded by a 9 month bank facility provided by Citibank (Global Energy and 
Mining). Enron and the Caymus Trust enter into a 9 month total return swap for the notional 
amount of the debt. If a capital markets take-out occurs, the Caymus Trust will issue 
approximately $(197) million of notes (the “Notes”) into the capital markets. Salomon Smith 
Barney will be the placement agent for the Notes. Enron will enter into a total return swap 
(the “Enron TRS”) with the purchasers of the Notes. The debt will have an expected life of 2 
years. The Enron TRS will be for a period of 12 months. 

> The equity may also be repaid early through early retirement of the transaction (from the sale 
of the underlying limited partnership units or, more likely, from proceeds from the sale of 
other Enron assets for which divestiture efforts are underway). 

> The expected revenue for the transaction for Citigroup will be: 

■ Up front fee of $500,000 

■ LIBOR + 65 bps for the debt 

■ 15% on the equity less the return to the balance sheet provider under the Citibank TRS. 

> The transaction is expected to be executed in 4Q2000. 

2. Financial Considerations. 


Permanent Subcommittee on Investigations 


EXHIBIT #323 


CITJ-SPSI 0128935 




245 


> We have relied on information provided to us by Enron in valuing the equity. The pulp and 
paper trading assets have been valued at approximately 5200 million by Chase Manhattan 
Bank- Chase is advising Enron with respect to establishing the equity fund for Enron 
Networks. The valuation may have been accepted by an outside sophisticated investor before 
closing of this transaction. 

i. Market Risk Considerations. 

> The GRB (Global Energy and Mining) will be taking the risk on execution of the transactioa 

4. Credit Risk Considerations, 

> The GRB (Global Energy and Mining) will take credit risk of the swap counterparty on the 
Citibank TRS for the amount and premium payable to the balance sheet provider. SSB Credit 
Derivatives will be entitled to all yield on the equity received at maturity under the Citibank 
TRS. 

> Return on the equity is only due upon maturity of the transaction. Therefore, if there is a 
decline in value of the assets the debt will be repaid and remaining amounts (if any) will be 
paid to Citibank as the beneficial holder of the equity. Therefore, Citibank is taking the credit 
risk of the underlying Enron assets. • 

5. T j ^ai/Compllancc Considerations. 

> We have reviewed the structure with internal legal, internal accounting and internal regulatory 
groups. Each group concurs that the structure works from a legal, accounting and regulatory 
point of view, respectively. 

> Outside counsel is reviewing the FAS 125 structure. 


> This transaction will operate no differently to a standard credit derivative. 

> This transaction settles no differently to a standard total return swap. There are no special 
provisions needed. 


Please see the attached diagram outlining the transaction. 
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Confidential 


ARTHUR ANDERSEN 
Arthur Andersen LLC 


To: 

The Files 

From: 

Tom H. Bauer 


Kate E. Agnew 

Date: 

December 29, 2000 

Subject: 

Fishtail LLC Formation/Securitization 


Transaction Description (see attached diagram) 

• Enron North America (ENA), a wholly owned subsidiary of Enron, formed a joint venture. Fishtail 
LLC (the Venture), 

• The Venture issued Class A, B and C membership interests, of which the A interest represents the 
Managing Member. The initial sharing ratios of the A, B, and C membership interests are .01%, 20% 
and 79.99%, respectively. 

• ENA contributed its existing Pulp and Paper trading business with a value of approximately $200 mm 
to the Venture in return for 100% of the Class A and Class C membership interests. 

• Annapurna LLC (Annapurna), a recently created special-purpose entity with LJM and Chase 
Manhatten Bank as the equity holder and debt holder, respectively, contributed $50 MM, $7.5 mm of 
which was funded in cash and $42.5 of which was committed to the Venture as a line of credit with a 
third party bank on which the Venture can call upon without involving Annapurna, in return for 100% 
of the Class B membership interest. 

• After formation ENA sold its C membership interest in the Venture to an unrelated third party for a 
gain. 

• ENA takes first $200 MM loss, Annapurna has a capped equity-like return of approximately 17 
percent. 

The purpose of the Venture is to engage in the Pulp & Paper and Lumber business including the 

purchase, ownership, and operation of physical assets and financial and physical trading 
operations. 

Accounting Issues: 

1 . Is the Venture a j oint venture or an SPE? 

2. Does Enron meet the capitalization and control requirements for off balance sheet accounting of the 
Venture? 
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Confidential 

3. Does the securitization by Enron of their Class C interest in the Venture meet the requirements of 
SFAS 125? 

Issue 1 : Is the Venture a joint venture of an SPE? 

In determining whether the Venture is a joint venture or an SPE, consideration should be given as to 
whether the Venture meets the definition of a joint venture as defined in APB 18, Because risks and 
rewards will be shared by the investors of the Venture and the Venture will work to develop the trading 
business for pulp and paper, it appears that the Venture does meet the definition of a joint venture as 
defined in APB 18. 

Another consideration is whether the Venture meets the definition of a business as defined in EITF 98-3. 
EITF 98-3 sets forth the critical elements in determining a business including inputs, processes and 
outputs. The following sets forth the analysis performed on the Venture: 

I nputs- The Venture will have a portfolio of paper trading contracts with the intent and ability to 
enter into additional contracts to increase the paper portfolio. Intellectual property will be 
contributed 1) directly by ENA as the managing member and 2) indirectly through joint control 
and participation in decision making. As the managing member, ENA will be compensated for 
costs incurred to manage the Pulp & Paper and Lumber trading business. The amount of the 
compensation will be determined by the Members. 

Processes- ENA is contributing its existing pulp and paper trading business. Included in that 
business is the financial trading system, together with the associated commercial activities, 
encompassing the execution and delivery of trading contracts relating to the purchase and 
sale of physical products in the Pulp & Paper and Lumber businesses, and the marketing 
of financial risk management services or contracts. Additionally, the Venture will 
initially have available capital to acquire physical assets. 

Outputs- Assignment of the existing paper trading contracts give the Venture access to its 
customer base. 

Because the business of the Venture was in existence prior to the contribution into the Venture as well as 
the information above, the client believes the Venture qualifies as a business. We concur with this view. 

Issue 2: Does Enron meet the capitalization and control requirements for off balance sheet 
accounting of the Venture? 

Based upon our historical experience in considering this area and various discussions with members of 
the PSG, both generally and specifically to this transaction, we considered the following factors in this 
area: 

Capitalization 

1 . Specific authoritative guidance surrounding the necessary amount of capital-at-risk to be considered a 
substantive investment is available only in literature surrounding SPE’s . Although the Venture 
appears to be a business/strategic joint venture, and is not by definition an SPE, we believe the SPE 
guidance (EITF 90-15) establishes a good reference point as a minimum standard for our 
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consideration. We had numerous discussions both internally and with the client on if and how this 
test should be applied (i.e., 3% of what, Annapurna vs Fishtail). The advice we provided was that, 
although one might argue that this test was not applicable in the instance of a strategic venture, we 
believe the 3% test is the minimum that should be applied to any venture if a parties’s investment is to 
be held out as substantive. Further, wc believe the calculation should be based upon 3% of fair value 
of the assets owned by the Venture (vs. incurred or historical cost or some other measure). As a 
result, Annapurna was capitalized based on 3% of the fair value of the Venture’s assets. 

We also considered the unfunded nature of the commitment. Enron believes that the commitment is 
fully at risk because it is secured with a letter of credit that can be called by the venture directly 
without approval of its venture partner. The venture is presently cash positive and therefore Enron 
did net see the commercial need for funds to be contributed to the venture and then invested in short 
term paper. There is no guidance in the accounting literature for funding requirements for a joint 
venture. SPE's however, are required to have the entire equity strip funded upon formation. We 
advised Enron that our preference would be to have the amount computed pursuant to the 4 to 1 test 
to be fully funded upon formation but would not insist, since the request for the 4 to 1 test is not 
mandatory in the literature. In keeping with the minimum standard established for SPE's, we advised 
that the 3% outside equity strip must be folly funded at formation. Enron agreed with our suggestion 
and capitalized the venture accordingly. 

2. Historically, we have recommended, and followed, based on guidance provided by the PSG, an 
additional ‘'capital-at-risk” test for ventures that contain disproportionate economic sharing. In this 
test, we have required that, in a 50/50 voting venture, the parties capital-at-risk at formation is 
weighted to no more than a 4-to-l ratio (e.g., a parties interest would be considered substantive 
enough to support a 50% vote if they had at least 20% of the capital-at-risk in the venture). 

The venture meets the definition of the 4-to-l test, as ENA contributed $200 MM of value and 
Annapurna contributed $50 MM of value ($7.5 MM funded and $42.5 MM committed). 

Control 

EITF 96-16 provides guidance on determining when minority shareholder (voting) rights should 
overcome the presumption of consolidation by the majority shareholder. The guidance in EITF 96-16 
focuses on whether or not a minority shareholder’s rights are “participating” or “protective” in nature and 
whether or not such rights are substantive. ENA is the Venture’s sole Managing Member; however the 
Venture governance provisions require consent by the Class B members for specific operating decisions 
such as approval of significant contract modifications, debt issuances, etc.. Further, the Class B member 
can, with or without cause, establish a Board of Directors to replace the Class A member as the managing 
member. Due to the existence of these participating rights and Annapurna’s ability to remove the Class A 
member as the managing member without cause, the client believes that ENA does not control Venture 
and therefore should not consolidate the Venture. We concur with this view. 

Issue 3: Does the securitization by Enron of their Class C interest in the Venture meet the 
requirements of SFAS 125? 
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Confidential 

ENA securitized a portion of its interests (and recognized a $1 12M gain) by selling 100% of its Class C 
membership interest in die Venture to a third party under SFAS 125. The Venture creation and 
subsequent securitization is consistent with Enron’s business model of originating deals structured to 
achieve current revenue and cash flow recognition. 

The transferee was a special purpose entity (SPE), capitalized with 3% equity and 97% debt. The debt is 
effectively guaranteed through a total return swap (TRS) between the SPE and ENA. Gain will be 
calculated based on the gross proceeds received. ENA has a third party valuation for the Venture that 
supports the value of the entity. This valuation was obtained from a party who was not involved in the 
purchase of the equity. See Attachment I. The TRS will be accounted for at fair value on Enron’s books 
and marked to market prospectively. This transfer structure is consistent with structures used in Enron’s 
ether 125 securitizations. 

We assessed this transaction based on the conditions set forth in 9a, 9b and 9c in SFAS 125 noting that all 
conditions were met. We reviewed the true sale/deconsolidation opinions noting them to be adequate. 

See Attachment H. Based on our testwork, the sale is appropriately accounted for. 

Conclusion: 

We concur with the client’s conclusion that the Venture represents a business, to be accounted for under 
the equity method of accounting. Accordingly, we concur with the client’s application of SFAS 125 to 
the securitization and believe the value assigned to the securitization is reasonable. We have also audited 
the gain calculation and believe the approximate Si 12 million gain was calculated appropriately. 
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To: Carf E. Bass@ANDERSEN WO 

CC: John E. Stewart@ANDERSEN WO: Debra A. Cash@ANDERSEN WO; Patricia S. 

Gmtzmacher@ANDERSEN WO; Clint Carlin@ANDERSEN WO; James J. Brown@ANDERSEN WO; James 
F. Green@ANDERSEN WO 

BCC: 

Date: 1 1/30/1999 12:1 1 PM 

From: Michael K. Patrick 

Subject: Re: Total Return Swaps 

Attachments: 

A couple of points; 

1 : What if the SPE issue 100% equity certificates that were legal equity in 
form and substance to two third parties. One party received 97% of tire equity 
certificates and the other received 3% of the equity' certifcates. At this 
point the two owners share pro-rata in the gains/losses of the SPE. The party 
that holds 97% of the equity certificates enters into a total return swap with 
Enron. The 3% party' remains unhedged. 

Does Enron consolidate? 

2: Are we saying an SPE can never mitigate some of its risk because it 
indirectly protects the equity holder? No more insurance contracts, interest 
rate swaps, commodity price swaps, etc.. 1 guess these would be o.k. if you 
somehow structured it where the equity holder would not benefit from these 
hedges or the equity holder put in more than 3% to compensate for the hedges. 

On our prepays the SPE always hedges 97% of the price risk with a third party 
who then does a back-end swap with Enron. 

Deb asked me to set up a time when we could talk to you and John about this 
issue. Let me know a time that is convenient. 

To: Michael K. Patrick@ANDERSEN WO 
cc: John E. Stewart @ANDERSEN WO 
Date: 11/30/99 11:52 AM 
From: Carl E. Bass, Houston, 237 / 23 14 
Subject: Re: Total Return Swaps 

John checked his notes from the famous Armando speech and phone call around the 
time of the Sutton Bridge transaction. You are correct in that the SEC at that 
time accepted pro rata loss (i.e., 97% of the 3%) as opposed to first loss 
(i.e., the entire 3%) for a particular registrant matter that they were dealing 
with. Subsequently, we inquired of the SEC staff in October 1999 whether that 
is still their policy. They no longer like that answer. In fact, wc do not 
know whether they like the first less approach, but we know that they do not 
like the pro rata loss. In effect, under the pro rata loss the entire 3% is 
not at risk which would be a problem under EFTF 90-1 5 and D-66. 

Our advice is to update your client on this recent change in attitude at the 
SEC staff and have them structure the total return swap or debt guarantee so 
that the residual equity owner of the SPE has first loss. 

To: John E. Stewart@ANDERS EN WO, Carl E. Bass@ANDERSEN WO 
cc: 

Date: 1 1/30/99 09:26 AM 

From: Michael K. Patrick, Houston, 237 / 2303 
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Subject Total Return Swaps 

We wanted to confirm our thinking related to the use of total return swaps with 
SPE's in SFAS 125 transactions. 

Facts: 

Enron is selling an equity method investment that has a FMV of $10 million. 
Because a QSPE's can not hold equity method investments, Enron will transfer 
the investment to an SPE. 

The SPE will be capitalized with $300,000 equity (3%) and $9.7 million of debt 
(97%). 

The SPE will enter into a total return swap with Enron where, upon settlement, 
the SPE will pay Enron 97% of the FMV of the investment as of that date and 
Enron will pay SPE $9.7 million (representing 97% of the FMV of the investment 
on day 1) 

Issue: 

Is the equity holder meet the at risk requirements of EITF 90-15 and D-14 given 
the TRS? * 

Discussion: 

Interpretation 26-3 of our SFAS 125 Interpretations considers a situation where 
an SPE swaps out 100% of its risk. In this instance the SEC Staff concluded 
that the SPE must be consolidated because the equity holder did not have the 
requisite 3% at risk. It also states, "had the total return swap resulted in 
the retention by the transferor of 97% of the risks and rewards, sale 
accounting and nonconsolidation would have been appropriate.” 

Based on 26-3 this structure should work because Enron retains only 97% of the 
risk and rewards of the investment while the equity holder has 3%, e.g., a $1 
million loss in value of the investment results in ENE losing $970,000 and the 
equity investor losing $30,000. However, in comparing this structure to a debt 
guarantee structure ENE has done in the past, you get different result. 

Wc have thrown out the term ”97% total return swap", but to my knowledge we 
have not done one of those yet. Instead, Enron typically does a guarantee 
directly with the debt holder, with no benefit going to the equity holder. We 
were initially thinking that a 97% TRS should not provide any more protection 
to the equity holder as a guarantee would. But the above structure does. Unlike 
a guarantee, the above 97% total return swap, as the case with any risk 
management instrument done by the SPE, will indirectly benefit the equity 
holder. In a scenario where Enron did a debt guarantee in the above structure 
instead of a TRS, Enron would make a payment to the bank to keep them whole but 
the equity holder would lose its entire investment instead of only $30,000. 

To summarize the effect of both structures: While the effect of the 97% TRS 
exposes the equity holder to its pro-rata share (3%) of the changes in the 
asset value and is effectively pari per su with Enron has the TRS counterparty, 
the gurantee structure exposes the equity holder to the risk of first loss, 
that is, 100% of the changes in value of the asset (its capital being a floor 
for losses). 


I guess the fundamental question is can an SPE hedge 97% of its risk, which I 
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think we have answered YES to in the past, but T wanted to make sure everyone 
knew that a 97% TRS(as outlined above) is not equal to a guarantee of debt 
representing 97% of the SPE's capital. 

I look forward to any comments )'Ou might have. 



253 


10/29/01 

Description of the Sundance Transaction 

Sundance is a partnership arrangement that allows Enron to manage its paper and pulp 
physical assets and trading business off-balance sheet. In the structure, we each 
contributed assets to the partnership in exchange for a partnership interest. Enron's 
contributed assets must lose all of their value before our investment is at risk. 

Enron contributed certain physical assets and Salomon Brothers Holding Company 
C'SBHC") contributed 528.5 million and a commitment to contribute additional capital 
(S 160 million) if losses in the partnership exceed a certain level. 

Description of the Assets (valuation at time of contribution): 

• Fishtail - pulp and paper trading business (S200 million) 

• Garden State - New Jersey newsprint operation (560-75 million) 

• S ATCO - Maine timberiands ($ 14 million) 

• Stadacona - Newsprint mill in Quebec ($375 million) 

Structural Protections: 

The transaction is structured to safeguard against the possibility that we need to 
contribute our contingent equity and to ensure that there is sufficient liquidity at all times 
to repay our $28.5 million investment. These objectives arc accomplished in several 
ways: 

• At all times the partnership must have $28.5 million invested in high quality short 
term investments or in Enron paper, as long as Enron is investment grade. 

• Enron will fund up to $65 million in cash flow needs for debt service and capital 
expenditures. 

• Enron has committed (via a promissory note) to make available a Liquidity Facility in 
the amount of $25 million. (Note this facility is separate from the $28.5 million in 
cash which must be invested at all times). 

• SBHC has the ability to terminate the partnership at any time by activating a four 
person Board of Directors ("Board’') in which we elect two of the members. Any 
voting deadlock of the Board is a dissolution event of the partnership. 

• Enron bankruptcy or significant payment defaults, will allow SBHC to terminate the 
transaction without further funding liability. 

• A call on our contingent capital comes only after ail of the following have occurred: 
the partnership has had GAAP net losses in excess of $657 million, Enron has funded 
its $65 million commitment for debt service and cap ex, and Enron has funded the 
$25 million Liquidity Facility. If all these events come to pass and SBHC has not 
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called for a dissolution of the partnership, then we must fund our contingent capital 
up to the amount of such excess losses. 

* Enron has a right to put the paper trading business to SBEiC by giving notice on a date 
from November 19. 2001 to November 21, 2001 for exercise on December 5. 2001 to 
December 7, 2001. If Enron exercises this right, we would be obligated to purchase 
the trading business for S20 million. We can avoid thisrcsult by calling a board and 
electing to dissolve the partnership prior to December 5, 2001. 

Summary: 

Currently we have S28.5 million invested in the partnership in a priority position. All of 
the assets of the partnership are available to. repay our partnership interest. We can 
effectively dissolve the partnership at any time and force the liquidation of the assets in 
order to repay our interest. Our risk is that the assets yield less than S28.5 million upon 
disposition, i.e., a complete loss in value since formation (June 2001). 
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Capital Markets Aptbovai, Committits (CM a r) 
Mphttes to Meeting 


Attendance (see below) 


Mav 16 . 2001 


Project Sundance (Enron Carp.) 


t> V tP 


K> i 
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Listed below are the follow-up Items Identified at the meeting. Approval for the transaction was aot 
granted, as severed relevant Items remain open. The Committee requested the deal team to come back to 
CMAC once the outstanding Items are resolved. 


1. Obtain credit approval for the transaction (Kick Caplan/Doug Warren, Tom StoC/Lydu. Junek) 

2. D-tfa-mice group/identify individuals) who will have overall responsibility for the transaction. 

Determine group/ideotify individuals who will have specific responsibilities for reviewing risk/PL reports 
from Heron, and for monitoring value of the partnership assets. Define specific responsibilities and • 
document procedures to ensure the information Dows to ail relevant parties (Rick Caplan/Dcug Warren). 

3. Provide additional information on Daishowa plant and associated SPV requested by Credit and Legal Dtp is. 
Review agreements in place and implications of liquidation (Rick Ca plan /Doug Warren, Tom Francois, Don 
Bendemage!) 

4. Provide Legal/Crcdit Depts with transaction docs for review, including Enron guarantee, debt cov enants, e tc. 
Legal/Credit needs to sign-off on docs (Rick Caplar/Doug Warren, Don Bcaderaagel, Tom Francois) 

5. Review 23 A afiiliate issue, and limitations on Grm transactiens with Su nd a nc e (if any) and with partnership 
assets, Le. FX, interest rate, ccmmcdity hedging transactions with Daishowa (Rick Caplm/Doug Warren, 
Don Bcademagei) 

6. Confirm booking entities — SBHC/SBIL/Citi — of equity interest in partnership, credit default swap (Rick 
Caplan/Doug Warren, Andy Lee, Don Bendcmagel/Andy Alter). 

7. Confirm regulatory capital requirements on Salomon entities { Rick Caplan/Doug Warren, Andy Lee on 
behalf of Firunciai Division). 

8. Provide Internal Tax with tax-related information on partnership and underlying assets/companies (Rick 
Caplan/Doug Warren, Mark Pcrwien). 

Additional Item Identified subsequent to CMAC meeting (May 21): 

9. The investment in the Sundance partnership is an equity investment. However based on the way the deal is • 
structured k a more like debt rather ihan equity. Policy states that equhy/finn investments over S5MM 
require approval from the CFO (B. Yastine), and additionally from M. Carpenter if over S25MM. Obtain 
the required approvals, even though the equity investment in the Sundance partnership is more like debt than 
equity (Rick Cap tan, Doug Warren in conjunction with Financial Divisioa/Andy Lee). , 


ATTENDANCE 
NY Committee Members: 

K- Anandasagar Audit and Risk Review 

Susan Hayward NY CMAC Coordinator 
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Mark Perwea 

Ecaaor Wagner 


Ttt 

NY CMAC CJaip^oa „ d Credit ^ Mra|aa 


KY CaEamittec Members Absent (Represented by); 

Mite Day Fusaaeial Division 

Marcy Eagd Ugai/Compliacw 

Jtai Garnett Fisk Architecture 

Mark Kldamaa SS3 Treasury 

Bill^ Mackey Financial Control 

Jessica Palmer Commitment Committee 

J,oe Perrotta Operations & Technology 

David Wagner Tax 


AadyLee 
Don Ecadenxagel 

Craig Leslie 
Saul Eeros teia 

Rich Taatonc 


Guests: 


John 

C&yrikcpculos 

Tom 

Francois 

Paul 

Gregg 

Lydia 

Junek 

Elena 

Maimilo 

John 

Mugtso 

Frank 

Puleo 

Jim 

Reilly » 

Tom 

Stott 

ters; 

Rick 

Capias 

Lynn 

Feintech 

Doug 

Warren 


Investment Banking - Paper, Forest Products 

Capital Markets Credit 

Market Risk Management 

Relationship Management 

Capital Markets Credit 

Relationship Management 

Eitarol Coum«l - MillaaJt, TWd, H*dlcyaad M«3oy 
Investment Banking - Energy 
Credit Risk Management 


Credit Derivatives - North America 
Derivatives Marketing - Corporates 
Credit Derivatives - North America 
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Sundance Steps Updated May 11 2001 5:44pm 

All these steps should happen at the closing date. The order of the following should not 

he altered since Fishtail CANNOT touch Enron’s Balance Sheet before Sundance is 

deconsolidated (Langtry has invested in Sundance). The steps highlighted in bold are the 

unwinding of Fishtail into Sundance. 

1. Sundance Industrial Partners LP (Sundance) is created with Enron Industrial Markets 
Corporation GP (EIM GP) as the General Partner and Enron North America (ENA) as 
a limit ed partner. 

2. ENA contributes its interest in Enron Industrial Partners LP (EEP) to Sundance. 

3. EIM GP contributes its interest in EIP into Sundance. 

4. Enron Industrial Partners is dissolved, therefore EIM I BV (Stadacona) and EIM 
Holdings Inc. (SATCO) are directly owned by Sundance. 

5. ENA contributes its 100% Garden State Paper Co. (GSP) interest into Sundance LP. 

6. ENA sells Sonoma Class A shares to Langtiy for S20MM. 

7. Langtry gets 20% of Sundance for [S178MM] by contributing [S7MM] in cash, the 
Sonoma class A shares (S20MM), and a [$151MM] unfunded capital commitment. 

8. S undan ce grants a 7 day call for S20MM on the Sonoma Class A shares to Langtry 
(price to be determined). 

10. ENA contributes $200 MM to Sundance. 

11. ENA contributes Sonoma Class A shares into Sundance. 

12. Sundance Pays off $200iSlM to Caymus trust (S194MM to Citibank and S6MM 
to ontside equity investor) and receives Sonoma Class B shares. Now Sundance 
owns Fishtail Class C shares. 

13. Sundance causes Fishtail to call $8MM Demand Note with Enron Corp. and 
pays Annapurna (pays $8 MM to LJM and cancels commitment from Chase) 
getting Fishtail Class B shares. 

14. Amend Conveyance to reflect Net Income/Loss being conveyed. 

15. ENA signs a management and administrative services agreement with Langtry. 

1 6. EIM GP signs a management services agreement with Sundance. 

17. ENA contributes to Sundance a $25MM liquidity facility and a [S78MM] unfunded 
capital commitment. 

Outcome: 

• ENA has a 79.9% interest in Sundance. Aggregate contribution Q. 

• EIM GP Corp. has a 0.1% interest in Sundance. Aggregate contribution 0- 

• Langtry has a 20% interest in Sundance. Aggregate contribution 0- 
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Risk / Loss Position 
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First cut at questions re Sundance 

I. Fishtail 

1 . Why is it in the deal if the purpose is to achieve off h/s financing? Does it 
have debt? 

2. What business is it involved with, and how does it define its activities? 
How long has this business been operating? 

3. Axe historical and projected financials available? 

4. What are the risk management policies and RMA position? 

5. What is Enron's role? What is the interaction with Garden State and 
Daishowa? 

6. What justifies the value of S20G MM? How has the value varied over 
time? 


II. • Garden State 

1 . What are the cash flow drivers? 

2. The $ 1 00 MM Enron commitment for capex and debt service seems aimed 
at Daishowa. How does Garden State fund its capex if it needs to invest to 
be competitive and justify what Enron paid? 

3. What has been the recent financial performance of Garden State? 

EL SATCO 

1. Justification for valuation? 

2. Historical and projected financials 

3. Business plan? 

4. How long has Enron owned it? 

5. Enron’s role? Strategic justification for owning? 

6. Is Daishowa a customer? 

IV. Daishowa 

1 . Business and asset description 

2. Rationale for financial projections 

3. Cash flow drivers 

4. Valuation rationale 

5. Purpose of “Slapshot S tructure H 

6. How does the Enron debt guaranty function? (We have not yet read the 
document you sent on this, which may answer this question.) 

V. Sundance 

1 . How are partnership accounts affected if cash moves from operating assets 
to Sundance? 
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2. What is the expected utilization of the S25 MM liquidity facility? 

3 . What can Sundance do? Can it, for example, make investments? 

4. It looks as if the S 1 00 MM Enron commitment is intended to be fully used 
for Daishowa. True? 

VI. Due diligence 

Please copy us on the legal, asset and environmental due diligence memos. 
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From: Angelini, Amanda (FI] 

Sent: Friday, April 27. 2001 1 1 :52 AM 

To: Leroux, Timothy [Ft] 

Subject: sundancs 


this may help 

the argument for v;hy it is debt even if we take a partnership interest that it is more debt like than equity 

* No upside 

* 1st priority 

* Ud tenor 

* certain events {liqidity facility) require a liquidation of the entire transaction and this should happen before we are ever 

asked for more capital • ' “ ~ 

* we do not control via voting power the partnership (sundance) 


Amanda Angelini 
'Salomon Smith Barney 
Credit Derivatives Structuring 
Tei: 212 723-6434 
Fax: 2 12 723-8334 
amanda. angelini@ssmb.com 
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Koemer. Jonathan [FI] 

Wednesday, May 09. 2001 5:35 PM 
Leroux. Timothy [FI] 

FW: Enron Slapshot Structure 

Importance: High 


Jonathan Koemer 
Credit Derivatives T fading 
Salomon Smith Barney 
ph: 212 723 6118 

fax: 212 723 8578 

cell: 917 689 1908 

Original Message — 

From: Feintech, Lynn (FI] 

Sent: Wednesday. May 09. 2001 5:28 PM - 
To: Koemer, Jonathan [FI] 

Cc: Leroux. Timothy [Ft] 

Subject: FW: Enron Slapshot Structure 

Importance: High 

For doug 

Original Message — 

From: Coulter. Jodi [mailto:Jcdi.Coulter@enron.com] <mailto:lmailto-.Jodi.Coulter@enron.com]> 
Sent: Monday, May 07, 2001 11 :53 AM 
To: Feintech. Lynn [FI]; Warren, Doug [FI] 

Subject: FW: Enron Slapshot Structure 

Importance: High 



Slapshot Structure 
5_07_.0l.ppt.. 

Original Message- — 

> FrorruPemot, Catherine 

> Sent: Monday. May.07, 2001 10:36 AM 

> To: ‘dean.keller@ssmb.com. lynn.feintech @ ssmb.com, 

> rick.caplan@ssmb.com‘ 

> Cc: Coulter, Jodi; McDowell. Doug 

> Subject Enron Slapshot Structure 

> 

> Please see the attached chart for the 12:00 conference call. 

> «Slapshot Structure 5_07_01 .ppt» 
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Bakshiyeva, Diana 

From: Hayward, Susan [CRRM] 

Sent: Tuesday, May 15, 2001 2:33 PM 

To: Anandasagar, K [AUDTJ; Day, Mike [FIN]; Engei, Marcy [GCO]; Garnett James [CITi]; 

Kleinman, Marx [ [FIN]; Mackey, William J [CITI]; Palmer. Jessica A [CRRM]; Perrotta,' Joe 
(OPS1; Perwien, Mark S [FIN]; Wagner. Eleanor [CRRM]; Ryan, Patrick [CRRM]; Feintech, 
Lynn [FI]; Warren. Doug [FI]; Caplan, Rick [FI]; Angelini, Amanda [FH; Leroux, Timothy [Flj; 
Forese, James A [FI]; Bendemagel, Donald [GCO]; Francois, Tom [CRRM]; Reilly, James F 
[IBD]; Keller, Dean [IBD]; Chrysikopoulos, John S [IBD]; Handelman, Ed [CITI] 

Cc: Duke, Ellen [CRRM]; Wallace, Dominic [CRRM]; Gregg, Paul [CRRM]; O'Donnell, Michael 

[CRRM]; Mccall-Bcwen, Susan [FIN]; SutJer-Kenzig, Patricia [FIN]; Browne, Timothy N 
[CRRM]; Reynolds, Ann F [FIN]; Tantone, Richard [OPS]; Charkes, Evan [GCO]; Cooper, 
Rosalind [GCO]; Mcdonald, Carmen S [FIN]; Fox, William [CITI]; Stuckey, Richard A [FI] 
Subject: Materials for CMAC meeting tomorrow, Wednesday May 16 


There will be a CMAC meeting tomorrow, May IS, Wednesday at 4pm. 

The meeting will take place in the San Francisco Conference Room on the 4th floor at 390 
Greenwich. 

The agenda is as follows: 

4:00pm Project Sundance (Enron Corp.) 

Presenters: Rick Caplan, Credit Derivatives 

Lynn Feintech, Derivatives Capital Markets 



PtO|Kt Sunomc* ax 

A call in number has also been arranged for those unable to attend in person: 

Number: US Toll Free 1-888-371-7182 
International 1-212-547-0208 
Passcode: CMAC 

Conference Leader Susan Hayward 
Please call me at 212-723-4675 if you have any questions. 


B Permanent Subcommittee o n Investigations 

I EXHIBIT #333c 
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Capital Markets Approval Committee 

New product/ComplexTransaction Description Guidelines 


Enron Corp. 

Project Sundance Transaction 


> Client Need and Transaction Overview: Enron Corp. (“Enron") owns certain puip and paper 
assets (the “Assets”), which have been purchased by Enron in a manner that the assets are off- 
balancc sheet for GAAP accounting purposes. Enron has proposed a limited partnership, 
Sundance Industrial Partners. L.P. ("Sundance”), into which Enron will contribute approximately 
$689 million in Assets and SBHC will contribute 1) $25 million and 2) a contingent capital 
commitment of $140 milli on, The term of the proposed transaction is 3 years; however, we have 
the ability to terminate early at our discretion. Enron will continue to manage the assets. 


The transaction is structured to safeguard ag ains t the possibility that we need to contribute our 

contingent equity and to ensure that there is- sufficient liquidity at all times to repay our $25 million 

investment. These objectives axe accomplished in several ways: 

• At all times the partnership must have $25 million invested in high quality short term 
investments or in Enron paper, as long as Enron is investment grade. This investment is likely 
to fund our exit from the partnership. We intend to purchase default protection on Enron to 
mitigate our exposure to an Enron bankruptcy. 

• Enron will fund up to $[100] milli on in cash flow needs for debt service and capital 
expenditures. 

• Enron will commit (via a promissory note) to make available a Liquidity Facility in the 
amount of $25 milli on (Note this facility is separate from the $25million in cash, which must 
be invested at all times). 

• SBHC has the ability to terminate the partnership at any time by activating a four person 
Board of Directors ("Board") in which we elect two of the members. A deadlock of the Board 
for 15 business days is a dissolution event of the partnership. 

• A call on our contingent capital comes only after all of the following have occurred: the 
partnership has had GAAP net losses in excess of $689 million, Enron has funded its [$100 
million] commitment for debt service and cap ex, and Enron has funded the $25 million 
Liquidity Facility. If all these events come to pass and SBHC has not called for a dissolution 
of the partnership, then we must fund our contingent capital up to the amount of such excess 
losses. 


Upon the closing of this transaction. Citibank's $200 million exposure under the “Bacchus” 
transaction (which funded the Fishtail assets being contributed to the partnership) will be reduced 
to zero. Our exposure will then be $165 million under this transaction. 

The transaction is expected to close by May 18, 2001. 

> Description of the Assets; 

• Fishtail - pulp and paper trading business ($200 million) 

• Garden State - New Jersey newsprint operation ($60-75 million) 

• SATCO- Maine timberlands ($14 million) 

• Daishowa - Newsprint mill in Quebec (S400 million) 
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The valuation for Daishowa has been reviewed and agreed to by IB D (John Chrysikopoulos and 
Dean Keller) The D3D advised Enron on its purchase of Daishowa in late 2000. The EBD believes 
Garden State to be worth SI 0-20 million because of required cap ex; however, for the purposes of 
this valuation process, a higher valuation provides us with a greater cushion in the transaction. 
SSB's outside counsel, Milbank, Tweed, is also completing an independent review of the Assets. 
The EBD and both external and internal counsel are also reviewing the environmental 
indemnifications. 


Daishowa will enter the partnership with S400 million in debt. That debt is with recourse to 
Enron. We expect that the cashflow from Daishowa will be insufficient to cover debt service and 
cap ex. It is for this reason that Enron has committed $[100] million of additional capital 
contributions to cover these costs. If there were a failure to pay by Daishowa, the banks have 
recourse to Enron. If Enron fails to pay, the banks would then have recourse to the assets of 
Daishowa, Therefore, as long as Enron is f ulfilling its obligations, we are ahead of the Daishowa 
debt; however, if Enron fails to perform, the banks will have a first priority interest in the 
Daishowa asset 


The profitability and therefore the value of Fishtail are heavily dependent upon the market for 
paper products. SSB (Doug Warren) is compiling information regarding the trading practices, 
procedures, risk mitigation, and compliance practices of this trading business. Enron (as GP) will 
provide an indemnity for losses suffered by Sundance as a direct result of the failure to conduct the 
business within the value at risk and position limits set forth in the Enron Risk Management Policy 
in effect from time to time. We have required monthly reporting on the P&L of Fishtail and will 
require a 2 day notification of month-to-date cumulative losses in excess of $[ ) million. 


> Structure of the Transaction: The partnership interests in Sundance will be held as follows: the 
limited partners will be Enron North America ("ENA"), which will have a 79.9% Class A 
economic partnership interest and SBHC which will hold a 20% Class B economic partnership 
interest. Enron Industrial Markets ("GP") will be the general partner with a 0.01% economic 
interest 


> Risk Mi tig ants: 


SBHC will purchase default protection on Enron in an amount to be determined ($25-50million). 
Having anal yzed the risks to this transaction, we believe wc have sufficient control to address 
greater-than-expected losses in the business through the reporting requirements. However, a cliff 
bankruptcy of Enron would eliminate the cushion we have in our Daishowa asset For this reason, 
we view default protection on Enron to be a significant risk mitigant to our exposure. 


SBHC, through its partnership interest, will have the right to appoint at least half of the members 
of a Board of Directors that will control the partnership. That Board is dormant until activated by 
one of the partners. We activate the Board at any time, for any reason, although it is our 

business nrvVr * la nding thm will not exercise rights over the Assets unless events occur that 
could negatively impact the value of the Assets, //'we activate the Board and it is deadlocked for 
15 days, il is a dissolution cvenl of the partnership. 


SBHC’s commitment for the $140 milli on is contingent upon “Losses” (defined as GAAP net 
losses) being incurred by Simdance of an amount greater than $689 million milli on (the "Asset 
Value Threshold") of Assets a nd the $25 million initial contribution of SBHC. Additionally, ENA 
has agreed to contribute additional capital to Sundance ($[100] million) to be drawn upon once the 
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cashflow of the business is insufficient to support the debt requirements and capital expenditure 
needs of the Assets. Under the cashflow models we have been given, we expect the [$100] million 
to be drawn down for debt service and capital expenditures. This Enron contribution will be maHo 
prior to the contingent SBHC contribution. 

Enron has also agreed to provide a $25 million liquidity facility designed to cover working capital 
needs of Sundance. 

At all times the Partnership must have $25 million invested in liquid paper (expected to be Enron 
paper, as long as Enron has at least one investment grade issue outstanding). 

SBHC will receive indemnities from Enron protecting us against the failure to conduct Fishtail 
within the value at risk ("VAR") and position limits set forth in the Enron Risk Management 
Policy, essentially protecting SBHC from negligence or rogue trading. Enron will agree to notify 
us within 2 business days of any change to the Policy. 

SBHC’s interest will be in a preferred position. In other words, for distributions and return of 
capital, SBHC will be paid prior to any distributions to Enron. 

> Revenues: The expected revenue for the transaction for Citigroup will be $1.65 million p.a., 
composed of: 

• LIBOR + [100] bppa for the $25 milli on initial capital contribution 

• [100] bppa on the undrawn co mmi tted facility 

• Minimum revenue of$[ ] on the transaction 

The cost of any default protection we purchase will be borne by SBHC. 

In both contributions to Sundance, SBHC has no potential upside, and receives a senior priority for 
distribution. The investment has been structured to act like debt in form and substance. 

^ Additional Business Risk Considerations: SBHC will receive monthly reports oh the trading 
business. In addition, wc will be notified within two business days of any violation of the Risk 
Management Policy. We are also requesting 2 day notification of any cumulative month- to-date 
loss in excess of S[ ] million. On all physical assets, we will receive quarterly reports. The ability 
of Sundance in any way change its assets, liabilities, capital structure or the policies governing any 
of these will be subject to prior notice to us and our right to call a BoD for Sundance. 


Enron bankruptcy or significant payment defaults will allow SBHC to terminate the transaction 
without further funding liability. 

Enron has agreed to assign, to the extent possible, all rights of indemnity and all representations 
and warranties m a d e to it when it purchased the Assets. In addition, Enron has agreed to provide 
representations and warranties as to the Assets from the time of purchase to the Effective Date of 
this transaction. 

^ Additional Legal/Cotnpfiance Considerations: We have reviewed the structure with internal 
legal, internal accounting, and internal regulatory. [Each group concurs that the structure works 
from a legal, accounting, and regulatory point of view, respectively]. Outside counsel is reviewing 
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the transaction and should opine that the. ownership structure is legally sound and provides us with 
a preferred position that is debt-like. 

> Operatio nal and Technolo gy Considerations: This transaction requires monitoring of the results 
of the various businesses. Monthly reports on F ishtail will be received and reviewed by the Credit 
Derivatives trading desk (Doug Warren). Quarterly reports on the physical businesses will be 
received by Credit Derivative Operations and reviewed by the trading desk and IB D senior pulp 
and paper industry experts (currently John Chrysikopoulos). 

> Deal Team: 

• Credit Derivatives: Doug Warren, Rick Cap lan, Amanda Angelini, and Tim LeRoux 

• Derivatives Capital Markets: LynnFeintech 

• Internal Legal: Don Bendcmagel 

• Credit: Tom Francois 

• JBD: Jim Reilly, Dean Keller, and John Chrysikopoulos 

• Regulatory: Ed Handleman 

• External Legal Counsel: Milbank, Tweed, Hadley and McCloy 
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From; 

Sant; 

To: 

Cc: 

Subject: 


Faintecn. Lynn [Fi] 

Tuesday, May IS, 2001 1:29 PM 


Capiaa Flick [FI] 
Lsre'ux. Timothy (F i] 


RE cmac memo 


perwein wanted to say that this is a funky deal (accoutmg-wisej. he is 
amazad that they can get it off bafancs sheet. he had a few tax 
questions and wa3 calling tad said they were minor. 

he would like to have in the agreement that we have will review the tax 
filings for the partnership before they are submitted pis make sure 
that this goes into the agreement 

John c. called ha is most concerned about garden state. I wifi get 
that info to jody. maybe we can get indemnified just cn that iam 
trying to set up an environmental call for 1:30 ny time on wed (that’s 
when John is free, he win also be on the cmac call), also, |ohn wants 
the cmac memo changed to say that the ifcd says the value of garden state 
Is i 0 - 20 mm— Out that for cur purposes, a higher valuation is better. 

re the new SSCCK deal: my guess is i’ll say “pass*, but i'll wait to 
hear about it also, just spoke with iydfa. feds catch up on houston 
deals as a whote-it seems like there’s a lot to close before july. 

Original Message— 

From: Capian, Rick [Ft] 

Sent; Tuesday, May 15. 2001 10:09 AM 
To: Feintech. Lynn [FI] 

Subject: Re: cmac memo 
Importance: High 

Probably not What did psrweki say? They have another deal they are 
trying to close for 3600k, l will fill you in. Not sure we want to get 
involved. 

Origin af Message — 

From: Feintech. Lynn [Ft] <t!52835©imcnam.ssmb.com> 

To: Capian. Rick [Ff] <rc52842<8imcnam.ssrnb.cam> 

Sent: Tue May 1 5 13:07:24 2001 * 

Subject: cmac memo 

should saut bemstain realty be Bated as being on the deal team? 






Unknown 


Wagner, 0eanor [CRRMJ 
Tuesday. May 15, 2001 6:29 PM 
Forese. James A [Fi] 

RE: sundance 


His view is that, if we are putting up money and issuing commitments, even with hedges and 
structuring to mitigate/eliminate the risk, he feels that this is the correct process i 
didn't go into great detail, hut explained that the $25 is hedged and the basis for the 
$140 commitment is a structure that insures, insofar as possible, that it will never get 
drawn. He will probably call you on this, 
but please call him if you would like more texture. 

Regards , 

Eleanor 

-Original Message -- 

From: Forese, James A (FI] 

Sent: Tuesday, May IS,- 2001 6:08 PM 
To: Wagner, Eleanor (CRRM] 

Subject: Re: sundance 


From: 

Sent: 

To: 

Subject: 


Based on a view that we do indeed have credit exposure to enron, or just for good measure? 


Original Message 

From: Wagner, Eleanor [CRRMj <ewl5838®imcnam.ssmb.com> 

To: Forese, James A (FI] <j f04410®imcnam.ssmb.cam> ; Feintech, Lynr [FI] <lf52835 
©imcnam.ssmb.com>; Caplan, Rick [FI] <rc52842®imcnam. ssmb . com » ; Stott, Thomas [CITI] 
<thomaS . stott@citicorp.com>,- Fox, William (CITI] <william. fox®citicorp.com> 

CC: Francois, Tom [CRRM] <tfS3654@imcnam.ssmb.com> 

Sent: Tue May 15 17:44:02 2001 
Subject: sundance 

I spoke with Dave Bushnell who confirmed that this does need to go 
through the credit process. 

Regards , 

Eleanor 
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U nknown 

Feintech, Lynn SSQ. nynn.feintech@ssmfa.cam] 

Wednesday. May 16. 2001 10:41 AM 
Fax, Wiifiam 

Feintech. Lynn SS8.; Junek, Lydia; lydiagiunek; Stott. Thomas; rick.caplan; Francois Tom 
SS9.; doug-warren; Wagner. Eleanor SSB.; james.a.forese 
RE; suridance 


Bill: while I acres total revenues are nos Large, the deal is priced a 
Che drawn amount of "he ecu; ly {zr.LS is not clear from ray memo, because 
numbers assume the S140MH will never be drawn— jusc S23.MM is drawn}. 

The Cransaccicn repays Bacchus by Enron putting S20QMM in cash into Sundance which gees to 
repay the Citibank loan. 

On the accounting: AA ha3 agreed that by maintaining an 80/20 split on ownership with 
equal voting they .can achieve off b/s treatment. We have not advised nor opined on the 
accruacy of that. However, according to Rick Caplan, it is identical .to what Dynergy did 
in the gas deal for abg gas. 

Tax is being reviewed by Mark Perwien (internal tax) and has been reviewed by Millbank to . 
insure that we have no phantom income. 

The deal is going to be monitored by 2 groups: the operations of the physical assets will 
be reviewed quarterly by the IBO (John Chryiskopoulos — MD specialist in pulp and paper) 
and the trading operations of fishtail will be monitored by Doug Warren in credit 
derivatives . 

Regards, 

Lynn 

Original Message— — - 

From: Fox, William (CITIJ 

Sent: Wednesday, May 16, 2001 3:42 AM 

To: Fox, William [CITI] ; Feintech, Lynn (FI! 

• Cc: Junek, Lydia (CITIJ.; lydiagjunek0aol .com;" "Stott, Thomas (CITIJ 
Subject: RE: Sundance 



From: 

Sent: 

To: 

Cc: 

Subject: 


I will reach you tomorrow before the Cmac meeting but I do not understand why 
we are proposing to do this transaction. We are not making any real money ar.d I 
chink we are disenf ranchising any future Capital Structuring opportunities with 
Enron by promoting this cheap alternative, what is the impact of this 
transaction on Bachus with respect to our outstanding Loans. How is Enron 
funding the payoff of Bacchus. AI 30 not clear to me how this structure 
achieves Enron's off balance sheet objectives. Do we have a full understanding 
of this aspect of the tranaction. What is tax impact on Citigroup zi this deal? 
Who is going to monitor this deal on an ongoing basis? 

Original Message 

From: Feintech, Lynn SSB. (mailto:lynn.feintechQssmb.comJ 
Sent: Tuesday, May L5, 2001 10:38 AM 
To: Fox, William 

Cc: Feintech, Lynn SSB.; Stott, Thomas 
Subject: sundance 


Bill — further to our call last night, here's the writeup on Sundar. 
is open, . so call at any time that works for you. I will be in the 
about 2:30, if you want to try to talk before your dinner. Office 


Redacted by Permanent Subcommittee on Investigations 


My schedule tonight 
,an Fra^o^fice|^uncil 
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Tom-Bill asked chat t send U Co you. If, che same draft as you sau 
Regards, 

Lynn 
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Unknown . ; ■ ... . . 

From: Keiier, Dean (IBD[' 

Sent . Ffiday, May.18, 2001 <1:44 AM 

To: Reflty, Jama3 F pBD] 

Subject RE:. Sundance 

j - 

When you get a ‘chance ,[ can you and r. discuss ‘this with BAve -Bushnell. I spoke with him the 
other day and he wants! to have seme enroh discussions with us-: t don't really think he is 
an enemy. : 

Original Message-^- — 

From.: Reilly, -James F 1IBD] 

Bent: Friday, May IS, 2001 11:34 ‘Ait 
To: Keller, Dean 1IBD] ! 

Subj’ect: Fw: Sundance 

Fyi 

Original Message— ?- — • . • > . 

From: Reilly, Jame3 P [LED] <jr01724®imcpnra-shmb.cdm>- 

To: Caplan, Rick [FI] ^rc52842<aimcnam; ssnb. ccm>? ‘ Feintech, Lynn [FI] <lfS2835 
O.lmc na m . a smb . com> ! 

Sent: Fri Kay 18 Ili26tl3 2001 
Suhj ect : Sundance ~ 

Kef with hendricka and !fox. On the. surf ace the; real- problem centers on booking /approving 
in trading book. Game plan: we will -do the- deal .• We. will -continue 'to push to book in 
radingbook. -If goes on gxb, we will work with epe, to either price .up to a grb_ return -or 
move to another provider in comfortable time frame - . This :- was communicated to bill last 
night. [ • 

I encourage bill to be happy for -now with the Commitment ‘.to do the deal. It is clear he 
will he very unhappy if .we have to reprice /bring:- in - -another provider. 
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Mccall-Bowen, Susan SSB. [susan.rrccallbcwenigssmb com] 
Friday, May 18, 2001 1:54 PM 
Bernstein, Saul 
Mccall-Sawen, Susan SSB. 

FW. RBC Treatment for Project Sundance 


From: 

Sent: 

To: 

Cc: 

Subject: 

Hi Saul, 

I understand you are looking at the acetg for this transaction. Do you have any issues? 

I don’t think the investment in the IP doesn’t belong in a trading acct - -do you agree? \j 

Thanks, > 

Sue 

—Original Message 
'Promts 




Sent Friday, May 18, 2001 10:19 AM 

To: Butler-Kenzig, Patricia (FIN] 

Cc: Lee, Andrew P [FIN] 

Subject FW; RBC Treatment for Project Sundance 

Hi Pat - 

The below emails discuss the RBC treatment for this transaction. The transaction is: 


Will be executed on the credit derivatives desk (Andy Lee went to the CMAC meeting). 
Involves SBHC having a LP interest in a partnership - Sundance 
Industrial Partners, LP 


3. Enron contributes $689 million of assets to Ihe partnership (assets consist of pulp and paper 

trading business, newsprint operations and timCSrian^s). SBHC will contribute $25 million i, 
plus has a contingent capital commitment of i^Tmillioir----*- lfcOK>» X bul «-•* 

4. The partnership Is being set up to avoid balance sheet treatment . Si»ce S5&. ^ j . j,, L 

Note that these assets are owned by Enron today In other partnerships. We were involved in Tj ' 
one partnership on Citi's books referred to as ‘Bapchys*. Our exposure an that is $200 i+ 

million. Our exposure on this new partnership i^lfjjCmillian (thus our exposure is being -hyS cr . s * 

reduced). . If* /7et- Fidr C^n, y^L , 

5. Our return Is structured so that we receive libor plu^Z^^ on the $25 million. . I think we ?iS mm . 
would receive the same on the $145 million if we havSTocontribute. We have no upside 

(can't get additional returns j^ sed on the performance of the assets). We have credit risk. I 
ihmK tne aesx is going to <[e[Lb credit default option for credit protection. 

6. The partnership can be terminated by either us or Enron, subject to a 1 5 day period (we 
would have to activate the board...if board is deadlocked for 15 days, it is a dissolution event 
of the partnership). 

7. Questions - RBC treatment - see below emails far answer 

• Acctg ; - sines this Is an investment in a LP, I'm not sure if it should reside in trading (don't 
think it should). The hedge (credit protection) would be in trading, but I think this should 
be in investments. Do you agree?? 

• If it’s a fi rm Investment approved by the business, it would have to be approved by 
' Barbara and Mike. Should we have them approve or do we regard this as a trading 

strategy? 

Pis let me know what you think. 

Thanks. 


— Original Message — 
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Lee, Andrew P [FIN] 

Lercux, Timothy [FI] 

Friday, May 25, 2001 3:58 PM 
Lee, Andrew P [FIN] 

RE: Enron/Sundance 


From: 

Sent: 

To: 

Subject: 


Stiii an equity investment of sorts (acctg and tax basis for partnership) but is structured in such a way that the 670 bps is 
guaranteed or we blow the deal. Aiso our "invest" is so subordinated and controlled that it is "imimagineabie" how our 
principal is not returned. 
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^yward, Susan [CRRM] 


T rom: 

>ent: 

To: 

Subject: 


Hayward. Susan [CRRM] 
Wednesday, May 23, 2001 6:14 PM 
Vagner, Beanor [CRRM] 


.lore up-to-date, with Doug's response 

— Original Message — 

"ram: Wafren, D<h >3 [FI] 

lent: Wednesday. May 23. 2001 6:1 1 PM 

o; Lee. Andrew P [FIN]; Caplan. Rick {FIJ 

le: Hayward, Susan [CRRM] 

iub]ect: RE - Sundance/Firm Investment 

'lease send me the memo, 
lick, I will lake care of this. 

rhe Eagle deals were approved by senior management for balance sheet and for risk, not as equity investments. I worked 
■n them for 5 years. 


)oug Warren 
Credit Derivative Trading 
SalomonSmithBarney 
: 212 723 6118 
: 212 723 8578 
a: 917 685 8485 


—•Original Message — 

From: Lee, Andrew P [FIN] 

Sent: Wednesday. May 23, 2001 6:06 PM 

To: Caplan. Rick [FI] 

Cc: Warren. Doug [FI]; Hayward, Susan [CRRM] 

Subject: RE Sundance/Firm Investment 

Hi Rick, 

I had some follow-up conversations today with Sue McCall, 
Pat Butler and Shawn Feeney. 

In order to comply with the policy over firm investments, it 
does appear that we will need to have approval at some point 
from Mike Carpenter, Barbara Yastine and Tom Maheras on 
Project Sundance. 

However. Shawn told us that he can help gel these 
necessary approvals (he has done so for firm investments 
entered into by other trading desks). Perhaps you can 
talk to him to coordinate how this can be done. 

If you think it would be useful, I can give you a copy 

of a memo that another desk prepared to request approval 

for a firm investment 

Also, the Eagle irades apparently did go through an approval 
process that required approvals from senior management. 

Please let me know if you have any questions. 


CITI-SPSI 0044869 
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Wagner, Eleanor [CRRM] 

From: Wagner, Eleanor [CRRM] 

Sent: Friday, May 25, 2001 2:51 PM 

To: Bushnell, David C [CRRM] 

Subject: Project Sundance 

Dave, here is a draft memo. I’m hoping to leave about 3:00 today, but 
can be reached at home later or over the weekend (212* 

| Redacted by Permanent Subcommittee on Investigations 

Memo 
To: Mike 
From: Dave 
cc: ? 

Re: Enron - Project Sundance Transaction 

This is a follow up to our conversation on the transaction for Enron. 

The purpose of this memorandum is to describe the transaction briefly 
and to express Risk Management's concerns. 

Transaction Description 


Enron Corp. owns certain pulp and paper assets which have been 
purchased by the company in a manner such that the assets are 
off-balance sheet for GAAP accounting purposes. The assets, total 
book value of approximately 5700MM, are a pulp and paper trading 
business, two paper plants (we advised them on the purchase 
of one of them from Daishowa at year end) and some timber properties. 

To keep these assets off-balance sheet Enron is setting up a 
limited partnership into which they will contribute the stock of the 
operating companies that hold these assets. We (Salomon Brothers 
Holdings), as limited partner, would contribute approx. 528.5MM in cash 
and make a contingent capital commitment of approx. S160MM. 

The sum of our cash contribution and contingent commitment is 
20% of the partnership's assets, sufficient, per Enron's external auditors, 
for off-balance sheet treatment 

Enron will be general partner and will continue to manage the assets. 

There will be no debt in the partnership. Enron wilt raise debt 
of approximately J350MM with respect to the Daishowa plant (structure 
yet to be determined), although the plant itself will not be encumbered. 

The partnership will dissolve at the end of three years. We have the unilateral 
right, however, to terminate early, by convening a board of directors - we 
would hold two seats and Enron would hold two seats - and forcing 
a dissolution of the partnership. 

The transaction contains numerous structural elements to safeguard 
against our need to contribute the contingent equity, although it is not 
certain that there would be sufficient asset value to pay us out if this 
were to happen. There are also liquidity commitments by Enron 


5/25/0! ■ 
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designed to protect our cash investment. The Credit Derivatives Desk 
intends to purchase default protection against Enron to hedge the $2 8 MM 
cash contribution. 

Details of the structure can be provided. Bottom line, it is uniikeiy, 
although not impossible, that our commitment would be caiied in.' 
or that the S28MM in cash wouid not be returned in the event 
of a dissolution. 

The transaction will be booked on the Credit Derivatives desk. 

Risk Management Concerns 


Risk Management has not approved this transaction for the following reasons: 

o This is a limited partnership investment, with the fiduciary responsibilities that this 
entails, including, potentially, board representation. To make sure the structural 
safeguards work, there is a lot of maintenance and follow up required by the 
business. In other words, this trade puts a lot of stress on the business's 
infrastructure. 

o The customer side is divided. While Fixed income Derivatives and the Investment 
Banking team are in favor of the transaction, the GRB Relationship team is not 

o We already have extensive credit exposure to Enron. This is highly correlated, if 
not direct, Enron exposure. [Dave, it's still net clear whether we would 
get paid out of $200 in Bacchus exposure after this. Stott/Fox aren't sure] 

o The GAAP accounting is aggressive and a franchise risk to us if there is 
publicity (a la Xerox). 

o The returns are suboptimal for an equity-type investment 

o Lastly, our interna! process on this left a lot to be desired. This is a 
complex transaction with a complex company and we very 
far ahead with the customer on this trade before the bankers, risk 
managers and others were brought into this. 


5/25/01 
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From: Warren, Doug [FI] 

Sent: Tuesday. May 29, 2CC1 421 PM 

To: Caplan, Rick [FI]; Fcresa, Jamas A [FI] 

Coe Leroux Tlmcthy pi] 

Subject: REisundanca 


Since the only Issue would be a customer problem and they understand what we Intend to do, I think we should rot let this 
prevent us from dosing. We do still need Sarfeara Yastine and Mika Carpenter to approve before we doss? 


Doug Warren 

Credit Derivative Trading 

SalomonSmithEamav • ' • ' 

h 212 I Redacted by PeriTiancT^ufcccmrrittee^oaJtn v^ti^tion^^^^^^^j 

m:9 ’ 7 I Redacted by Permanem Subcommittee on Investigations | 

-~~Onginai Message 

From: Caplan. Rick [Flj 

Sent Tuesday, May 23, 2001 1:1? PM 

To: Foresa, James A [FI]; Warren, Doug [FI] 

Ccz • Larcux. Timothy [FI] 

Subject sundance 

Spoka to the client. They intend and expect to close tomorrow whether the put issue Is resovied or net- They tulty " 
understand that we wilt blow the deal up if we are at risk for the put. W9 will continue to work towards a contractual 
solution 'm the meantime. Can wa close tomorrow? 


F= 
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Lee, Andrew P [FIN] 

From: Leroux, Timothy [Fi] 

Sent: Thursday, May 31, 2001 1 1:10 AM 

To: Lee, Andrew P [FIN] 

Subject: RE: Sundance 


Looks like we are trying to close. 

Approval sits in front of Carpenter waiting for signature. 
We would likely close today but move money tomorrow. 

— Original Message — 

From: Lee, Andrew P [FIN] 

Sent: Thursday. May 31, 2001 8:59 AM 

To: Leroux, Timothy [FI] 

Subject: Sundance 

Hi Tim, 

Greetings! 

How's our favorite trade (Sundance) looking? 

(I need to update the legal entity manager for S3HC). 

Thanks, 

Andy 
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Unknown 


From: 

Sent' 

To: 

Cc: 

Subject 


aian.3jn2cdonafd@citi.ccn 
Thursday, May 31 . 2001 1 1:41 AM 
=SMTP:m;chaei.carpentet^ssmb.ccm 
=SMTF:david. bowern@dti.com; William Fox 
FW: Memo on Enrcn-Prcjeci Sundanca 


MC - Project 
Sundanca. doc (25 .. 

We- (Bill Fox and I) share Risk's view and if anything, feel more strongly that 
suitability issues and related risks 

when coupled with the returns, make it unattractive. It would also be an unfortunate 
precedent if both. GRB relationship management and Risk's views were ignored. 

Alan 


> «MC - Project Sundance. doc» 
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Global Corporate & Investment Bask 


TO: 

Mike Carpenter 

FROM: 

Dave Bushnell 

CC: 

Alan MacDonald 

DATE: 

May 30, 2001 

RE: 

Enron — Project Sundance Transaction 


This is a follow-up to our lunch conversation on the transaction for Enron. If you recall, this is a 
complex structured transaction, which I have refused to sign-off on. The purpose of this 
memorandum is to describe the transaction briefly and to express Risk Management's concerns. 

Transaction Description 

Enron Corp. owns certain' pulp and paper assets, which have been purchased by the company in a 
maimer such that the assets are off-balance sheet for GAAP accounting purposes. The assets, 
total book value of approximately 5700MM, are a pulp and paper trading business, two paper 
plants (we advised them on the purchase of one of them from Daishowa at year-end) and some 
timber properties. To keep these assets off-balance sheet, Enron is setting up a limited 
partnership into which they will contribute the stock of the operating companies to hold these 
assets. We (Salomon Brothers Holdings), as limited partner, would contribute approx. S28.5MM 
in cash and make a contingent capital commitment of approximately. S160MM. The sum of our 
cash contribution and contingent commitment is 20% of the partnership’s assets, sufficient, per 
Enron's external auditors, for off-balance sheet treatment. Enron will be general partner and will 
continue to manage the assets. There will be no debt in the partnership. Enron will raise debt of 
approximately S350MM with respect to the Daishowa plant (structure yet to be determined), 
although the plant itself will not be encumbered. The partnership will dissolve at the end of three 
years. We have the unilateral right, however, to terminate early, by convening 3 hoard of 
directors - we would hold two seats and Enron would hold two seats - and forcing a dissolution 
of the partnership. The transaction contains numerous structural elements to safeguard against 
our need to contribute the contingent equity, although it is not certain that there would be 
sufficient asset value to pay us out if this were to happen. There are also liquidity commitments 
by Enron designed to protect our cash, investment. The Credit Derivatives Desk intends to 
purchase default protection against Enron to hedge the S28MM cash contribution. Details of the 
structure can be provided. Bottom line, it is unlikely, although not impossible, that our 
connmtment would be called in, or that the $28 MM in cash would not be returned in the event of 
a dissolution. The transaction will be booked on the Credit Derivatives desk. 
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Risk Management Concents 

Risk: Management has not approved this transaction for fee following reasons: 

« This is a limited partnership investment, with the fiduciary responsibilities feat this entails, 
including, potentially, board representation. To make sure fee structural safeguards work, 
there is a lot of maintenance and follow up required by the business. In other words, this 
trade puts a lot of stress on the business's instructors. 

* The customer side is divided. While Fixed Income Derivatives and fee Investment Banking 
team are in favor of the transaction, the GRB Relationship team is not - You should talk to 
Bill Fox or Alan MacDonald for their views on this deal, and the lack of 
interaction/cooperation between fee GRB relationship managers and the fixed income 
derivatives team. 

i 

* We already have extensive credit exposure to Enron. This is highly correlated, if not direct, 
Enron exposure. One side of the house has told this to Enron, and is trying to be strict, while 
the other is committing capital to the company. 

« The GAAP accounting is aggressive and a franchise risk to us if there is publicity (a la 
Xerox) 

* The returns are sub-optimal for an equity-type investment 

* Lastly, our interna! process on this left a lot to be desired. This is a complex transaction with 
a complex company and fee product side was far ahead with fee customer on this trade before 
the bankers, rid: managers and others were brought into this deal. The mismanagement of 
the process raises real Questions about the discipline and adherence to policies in the fixed 

. income division. 
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From: Caplan, Rick [FT] 

Sant: Thursday, May 31, 2001 6:00 PM 

To: Feeney, Shawn K [FJ] 

Subject: • sundance 

any word? am getting a significant amount of pressure from enron to execute, if no word, any 
advice on whatto communicate to the company? thx 
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• Lee, Andrew P [FIN] — , 

From: Leroux, Timothy [Fll 
Sent: Friday, Juno 01 , 2001 3:43 PM 

To- Feintech, Lynn [FI]; Warren, Doug [FI]: Francois, Tom [CRRM]; Bendemagel, Donald [GCO]; 

Waqner Eleanor [CRRM]; Chrysikocouios. John S [1BD]; Forese, James A [FI]; Hendricks, Maureen 
A [IBD]; Keiler, Dean [130]; Bernstein. Saul [CITi]; Mccall-Bcwen, Susan [FIN]; Lee, Andrew P [FIN] 

Cc: Caplan, Rick [FI]; Cheng, Grace [Fi] 

Subject: Sundance Closing 

I wanted to thank everyone involved in structuring and approving the Sundance transaction and congratulate 
all on the successful closing of this trade today. Everyone’s hard work was appreciated in bnnging this 
demanding trade to a close in the compressed timeframe. 

Enron has also expressed their appreciation and gratitude for the hard work and commitment once again 
exhibited by this institution. 

Thanks and best regards, 

Timothy LeRoux 
Salomon Smith Barney 
Global Credit Derivatives 

Tel: (212)' i 1 

Fax’ (212) LReda^e^by^Pcrmancnt^Subcommiuce^onJnvesti^ations^^^^J 

email: Hnwiti,..- 


1/25/2002 
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Lee, Andrew P [FIN] 

"From- Leroux, Timothy [Ft] 

Sent: Wednesday, June 06, 2001 1 :25 PM 

To : Lee, Andrew P f FIN] 

Subject: RE: Sundance Approvals 


No,..was given a verba! go ahead,,. Understand signed is to follow. 


— Original Message' 


Lee, Andrew P |F!N] 

Wednesday, June 06. 2001 52:32 PM 
Leroux. Timothy JFl} 

Sundance Approvals 


Hi Tim, 


Would you happen to have a copy of the management approvals 
for the Sundance trade? (The Firm investments group needs it 
for their files.) 


Thanfcs, 

Andy 


i 
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Unknown 


From; 

Sent; 

To; 

Subject 


Feeney, Shawn KJF1J 
Friday, Jura 23. 20C1 10:44 AM 
Lse, Andrew? [FhN] 

R£; Sundance 


If you recall, Mika Carpenter was cut of the country toa day that transaction c'csetf The approval mama was givers to 
Mika’s assistant and faxed to him. Mika than had a conversation with Dava EushneP. who shared with us Mike's feedback. 
Wq proceeded to close the transaction that day. given the absence of intructiorta from Mika or Dava to tha contrary. 

The original approval memo may still be with Cartbei Ortiz. Mike’s assistant it wasn't returned to. me. 

— CWoirtaJ 

Frcm: Uoo. ArvttrwivPJRNl 

1 Sent; Thursday, jure 28. 2C01 PM 

Taj ftMrtBy.StawTtklFTJ 

Sufi|«ct2 Sundance 

Hi Shawn, 

I'm trying to ite-up some tooso ends. 

Do you happen to have tha approval documentation 
for Sundance? (cr knew where I can find i!) 

Thanks, 

Andy 
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Unknown 


From: 

Sant 

To: 

Cc: . 
Subject 


Larcux, Timothy [FI] 

Thursday, October 18, 2001 8:31 AM 
Wagman. Steve [FI] 

Caplan, Rick [FI] 

RE Sundance Revenues 


Sundance Revenue Car 2QQ1 
Structuring Fees 550a,0QQ 
Capital Fee $225,000 

Total Fees $72S,0Q0 

2001 Drip Revenue (Dividends on Investment) 
670 bps Cor 7 month3 on $28.5MM « $1,114 MM 

Sundance Total for 2001 - $1,833 MM 

et Mere! beaucoup a voua 

Timothy LaRoux 

Salomon Smith Barney 

Global Credit Derivatives 

Tel: (212) 723-6436 

Fax: ' (212) 723-8334 

email: timothy. lorouxassmb. com 

.----Original Mesoage----- 
Frora: Caplan, Rick [FI] 

Sent: Thursday, October 18, 2001 6:34 AM 
To: Leroux, Timothy [FI] 

Subject: Fw: Sundance 


Can u da this 


Original Message — 

From: wacman, Steve [FI1 <3wS424S«alncnam. aeob . coo. 
To: Caplan, Kick (FH <rc52a42«imcnao. esofc . com. 
Sene : wed oec 17 22:04:02 2001 
Subject: Sundance 


Mprri. haaucoun. 
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Unknown 


From: 

Sant: 

To: 

Subject: 



•veil! tnemo.doc (29 
KB) 


Caplan, Rick [FI] 

Monday. October 29,2001 12:49 PM 
Fox ill, William T; Reilly, James F [1BD] 
Sundance redux 


tions 
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Description of the Sundance Transaction 

Sundance is a partnership arrangement that allows Enron to manage its paper and pulp 
physical assets and trading business off-balance sheet. In the structure, we each 
contributed assets to the partnership in exchange for a partnership interest. Enron’s 
contributed assets must lose all of their value before our investment is at risk. 

Enron contributed certain physical assets and Salomon Brothers Holding Company 
(“SBHC”) contributed $28.5 million and a commitment to contribute additional capital 
($160 million) if losses in the partnership exceed a certain level. 

Description of the Assets (valuation at time of contribution): 


• Fishtail - pulp and paper trading business ($200 million) 

• Garden State - New Jersey newsprint operation ($60-75 million) 

• SATCO - Maine timberiands ($14 million) 

• Stadacona - Newsprint mill in Quebec ($375 million) 

Structural Protections: 

The transaction is structured to safeguard .against the possibility that we need to 

contribute our contingent equity and to ensure that there is sufficient liquidity at all times 

to repay our $28.5 million investment These objectives arc accomplished in several 

ways: 

• At all times the partnership must have $28.5 million invested in high quality short 
term investments or in Enron paper, as long as Enron is investment grade. 

• Enron will fund up to $65 million in cash flow needs for debt service and capital 
expenditures. 

• Enron has committed (via a promissory note) to make available a Liquidity Facility in 
the amount of S25 million. (Note this facility is separate from the $28.5 million in 
cash which must be invested at all times). 

• SBHC has the ability to terminate the partnership at any time by activating a four 
person Board of Directors ("Board”) in which we elect two of the members. Any 
voting deadlock of the Board is a dissolution event of the partnership. 

• Enron bankruptcy or significant payment defaults will allow SBHC to terminate the 
transaction without further funding liability. 

• A call on our contingent capital comes only after all of the following have occurred: 
the partnership has had GAAP net losses in excess of $657 million, Enron has funded 
its $65 million commitment for debt service and cap ex, and Enron has funded the 
$25 million Liquidity Facility. If all these events come to pass and SBHC has not 
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called for a dissolution of the partnership, then wc must fond our contingent capital 
up to the amount of such excess losses. 

• Enron has a right to put the paper trading business to SBHC by giving notice on a date 
from November 19, 2001 to November 21, 2001 for exercise on December 5, 2001 to 
December 7, 2001. If Enron exercises this right, we would be obligated to purchase 
the trading business for $20 million. We can avoid this result by calling a board and 
electing to dissolve the partnership prior to December 5, 2001. 

Summary: 

Currently we have $28.5 million invested in the partnership in a priority position. All of 
the assets of the partnership are available to repay our partnership interest. We can 
effectively dissolve the partnership at any time and force the liquidation of the assets in 
order to repay our interest. Our risk is that the assets yield less than S2S.S million upon 
disposition, i.e., a complete loss in value since formation (June 2001). 
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Unknown . 

Warren, Doug [FI] 

Monday, October 22. 2001 6:42 PM 
Gregg. Paul [CRRM]; Trears, Anthony [Fi] 
Warren, Doug [FI] 

Re: Enron Exposure on NA Credit Derivs 


Please do not go to Pat and Dominic with these numbers until you have Bpoken with me as 
they do not apppear to be correct. I am leaving for London tonight and can be reached at 

the Structured Credit trading desk there. Doug warren 

Credit Derivative Trading 

SalomonSml thBamey — .. i 

l\l | Redacted by Permanent Sub committee on Investigations,] 

917 f Redacted by Permanent Subcommittee on Investigations"! 

Original Message 

From: Gregg, Paul [CRRM] <pg52917®imcnara. samb .com> 

To: Trears, Anthony [FIl <at52468ain\cnam.ssrnb.coni> 

CC: Warren, Doug [FI] <dw52469aimcnam.ssmb.com> 

Sent: Mon OCt 22 17:59:04 2001 

Subject: Enron Exposure on NA Credit Derivs 

Tony, 

Thanks for the help. Please have Doug review and let me know if he agrees. 

Paul 


From: 

Sent: 

To: 

Cc: 

Subject: 


DRAFT 

Dominic/ Pat , 

There was more bad news for Enron today. The SEC had requested documentation on the 
partnerships run by CFO Andrew Fastow, LJM and LJM2. I culled through the documentation I 
have on the Enron transactions that went through CMAC and alBa reviewed (again) the Credit 
Derivatives desk positions. 

Market risk - we have a current long protection/ short bond position of § (3MM) . Total CR01 
on Enron is $10901 per basis point since we are long protection in increasing amounts over 
the next three years. The high point is ${83)MM in May 2004. The desk is short 
protection for $12MM on a tail risk basis in 2006. Enron has widened out again to 390 bid 
- 450 offer. 

There were two CMAC Transactions related to Enron. 

Sundance - A limited partnership which allows Enron to own certain pulp and paper assets 
on an off-balance sheet basis. SBHC is a 20* owner of the limited partnership. Enron 
North America is 79.9% owner. Enron Industrial Markets is the General partner with a 0.1% 
interest. Enron IM is a corporate vehicle and is not related to LJM or LJM2 partnerships. 
(Note that these equity partnerships, are designed to act as debt exposure due to numerous 
triggers built in which allow us to terminate.) 

Yosemite - A series of transactions done by Enron which used an SPV structure to free up 
bank credit facilities by shifting Enron credit risk from the banking market to the 
capital market. To accomplish this, the SPV(Yosemite) would purchase assets/loans frocn__ 
Enron banks (ie GRB and Chase) with the proceeds from the issuance of credit linked notes 
sold in the capital markets and an equity certificate held by Enron and GRB. The equity 
certificate is subordinate to the credit linked notes and is designed to allow the assets 
to be held outside of Enron's balance sheet. {Similar to the equity partnership in 
Sundance, these certificates are do facto debt instruments.) 

These two transactions are not an issue for market risk and do not appear to be related to 
the LJM or LJM2 partnerships . 
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This waa a very abbreviated discussion of the transactions noted. If you have any 
questions about them, give me a call. 

Regards , 

Paul 
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Unknown 

From; Caplarr, Rick fFO 

Sent; Tuesday, October 30, 2001 2:05 PM 

To; Coley, Geoffrey O [FI]; Forese, James A {FI] 

Cc; Warren, Doug [FIJ 

Subject: ere transactions 


As we discussed, the following is a brief history of the transactions in the Credit Derivatives book: 

Ycsemite/HCLNs 

Yosamite and the HCLNa were designed as a way In which we could move credit exposure from ene's banks to the capital 
markets. 

In fact, due to the first Ycsemite deal, we were able to terminate a S50G mm prepaid that the Bank had on its books end 
reconstitute as a hedged position In the Yosamite trust 

AJi of the deals were reviewed by a laundry list of people, culminating in a presentation tp Petros and Onno Ruding. Other 
luminaries outside of Fixed Income included Buahnett, Boland, Seanw- Wagner, Tom Francois, Engel, Fox, Stott, 
Bendemagei, Jessica Palmer, Garnett, and many others. When we did the first deal, S was shortly after the merger and 
everyone viewed this deal as an example of the oneness between the Bank and SSB. Therefore, it received the highest , 
level of scrutiny. 

Aa for the prapald 3 that each of the deal3 has hedged, they have been a bank market product for 4 or 5 years. Citibank 
had done a number of them for one and others before Credit Derivatives became involved and was asked to create a 
hedge for the product 

Through the program of deals, we have hedged approximately 52.5 billion of prepalds for the Bank. In addition, one of 
ene’s stated goals was extension of tenor for the liability side of Hs balance sheet, something they sorely need now, which 
cur structure accomplished aa most of their other prepaid are very short term. 

Sundance 

Sundance i 3 a partnership arrangement that aiicws Enron to manage its paper and pulp physical assets and trading 
business ctf-balanca sheet in tha structure, we each contributed assets to the partnership in exchange for a partnership 
interest Enron's contributed assafo must lose all of their value before our investment Is at risk. 

Enron contributed certain physical assets and Salomon Brothers Holding Company fSBHCT) contributed 328.5 milticn and 
a commitment to contribute additional capital ($160 million) if tosses In the partnership exceed a certain level. 

This structure Is similar to a number of deals that they have done in tha tank market In the last few years. The major 
difference Is that we don't realty taka ene risk as we are structurally senior to the value of all of tha assets In toe 
partnership. In other wcrd 3 , if ene were to default, this structure would exist independently of ene. although 1 guess there 
la some risk of substantive consolidation. - - " v • • ' 

In addition, we have the right to terminate tha deal really at any time by convening a board of directors and electing to 
terminate. Our 323.5 million Investment Is currently held in ene short-term paper. 1 have asked that they move it to cash 
' or a cash equivalent Ona risk that w a should be aware of is that they have a put to us of the paper trading business. We 
can avoid the put by terminating the structure upon their exercise (its built Into the mechanics of the termination). 


Let me know if you would lika additional info. 
Regards, 

Rick’ 
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Unknown 

From: ■ Caplan, Rick [F5] 

Sent Tuesday, October 3C t 2001 9:21 PM 

To: Warren, Ccug pi] 

Subject Re: sundanca 


They are checking where it is. Have already suggested. 

--.--Original Message--—- 

From: Warren, Doug CPU <dwS246S<3imcnani. sstab . conu. 

To: Caplan, Rick [PI] <gcS2a423itr.c7vim. aand3.com>; BU3hnell, David C [CRHM1 <dh01704 
Qimenam.ssmb.com>; Stuckey, Richard A [PI] <r3l374S®imcnam. ssmb . com>; Barker, Randolph 
[FI] <rbOQga3aimcnam.33icb.cogu; Coley, Geoffrey 0 [FI) <gcQ24Q4© imcnam.ssmb.com>; Fox III, 
William T <w£ l?07S®iracnam. 33mb.ccm>; Reilly, James F [ IBP ] <j rOl 72 4«imcnam. ssmb .corns 
CC: Warren, Doug [FI) <dw524S90iracnam. ssmb . ccm> 

Sent; Tue Cct 30 13:51:43 2001 
Subject: Re: Bundan.cc 


Wouldn't it make sense to have them move the deposit to Citibank? ^ __ 
Doug Warren • • 

Credit Derivative Trading 
Sal omo nSm i t ha amey 

t: 212 , i 1 

f: 212 | Redacted by Permanent Subcommittee on Inves tigations | 

[“Redacted by Permanent Subcommittee on Investigations | 

— original Message— 

From: Caplan, Rick [FIJ <rc52342®imcnara. ssmb .com> 

To: Bushnell, David C [CR.RM] <db01704aimcnaim.ssmb.com>; Stuckey, Richard' A [FI] <rsl3746 
fflimenam. aamb.conu; Barker, Randolph [71] <rb00Sa3®imcnam. ssrab .com>; Coley, Geoffrey O [FI] 
<gc03404«imcnara. aamb.com>; Fox III, William T <wf 17075«imcnam. ssmb. com>; Reilly; Jame3 F 
[ian] <jr01724®imcnara. ssrab.com> 

CC: Warren, Doug [FI] <dwS24S9«imcnam. ssmb . ccm> 

Sent: Tue Oct 30 17:30:52 iooi 
Subj ect : sundance 


According to Enron, our $23.5MM is being held in bank deposits. I have asked them not to 
move it out, and that if they intend to, we would expect advance notice. In addition, we 
will receive next round of monthly financials in mid-Rove'mber . I have asked them to 
accelerate the prcce33 at least orally (with Stuckey on any call) and to give us a VaR for 
the pulp and paper trading business. I will let you know of any further developments. 
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Unknown 

From: Lercux. Timothy IFlj 

Sant: Wednesday, November 07, 2001 12:55 PM 

To: Capian, Rick [FI] 

Subject Sundance Paper 


ENE warts to "discuss" 

I have reiterated the imperative nature of request, 
did NOT waive the BoD stick. 

They requested you call Jcdi/Bil! ASA? 

Tney love you... they dont iove me, what can I 
say 
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Unknown 


From: 

Sent: 

To: 


Cc: 

Subject: 


Fox III, William T 

Friday, November 30, 2001 7:48 AM 

Caplan. Rick [FI]; Forese, James A [FI]; Coley, Geoffrey O [FI]; Barker, Randolph [F|V 
Bushnell, David C [CRRM]; Stuckey, Richard A [FI]; Wagner, Eleanor [CRRM]; Stott, Thomas 
D [CRRM] 

Warren, Doug [FI]; Bendemagel, Donald [GCO]; Leroux, Timothy [FI] 

RE: Enron Sundance - the paper trading partnership 


Well done. 


Original Message — 

From: Caplan, Rick [FI] 

Sent: Friday, November 30, 2001 7:33 AM 

To: Forese, James A [FI]; Coley, Geoffrey O [FI]; Barker, Randolph [FI]; Bushnell, David C 
.[CRRM]; Fox III, William T; Stuckey, Richard A [FI]; Wagner, Eleanor [CRRM]; Stott, Thomas 
D [CRRM] 

Cc: Warren, Doug [FI]; Bendernagel, Donald [GCO]; Leroux, Timothy [FI] 

Subject: Enron Sundance - the paper /trading partnership 


Last night we came to terms with Enron for the purchase of our interest in the Sundance 
partnership. We received par plus accrued through yesterday, and were released from the 
obligation to make any remaining contigent capital contributions. Fed wires have cleared 
so the money is in our accounts . 

Regards, 

Rick 
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Salomon Smith Barney'1^" — ~^ T \ 
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/ Interoffice Memo j "T &* ^ 
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<L — * DATE: May 29, 2001 

y TO: Barbara Yastine 




FROM: Jim Forese, Rick Caplan and Doug Warren 

RE: Enron Corp. - Project Sundance 


Derivatives is seeking to make a investment that, but for its form (a 
limited partnership interest), would be in the ordinary course of its business. 

Due to the form of the investment, it will be subject to the proposed merchant 
banking rules, and therefore, your approval of the investment is hereby 
requested. The investment has been reviewed and approved by CMAC, the 
Energy and Power Group in Investment Banking and Citibank Global Energy. 

L^e-b3t*.74<tfe* H<1 Iv? >*_ ^nyvvOL 

toy Ttf'vn ts, ^ 

> Transaction Overview: 7 

> Enron Corp. ("Enron”) owns certain pulp and paper assets (the 
"Assets"), which have been purchased by Enron in a maimer that the 
assets are off-balance sheet for GAAP accounting purposes. Enron ^ 
wishes to maintain that off-balance sheet treatment. 


*" 

ace Industria l f 
* nartner. will , 


Enron has proposed a limited partnership, Sundance Industria l 
Partners. L.P. (“Sundance”), into whidy^nron, as one partner, will 
contribute approximately $689 mMUpu in Assets and SBHC as the 
other partner, will contribute S^8.5^iiUion. Sundance will own the 
equity interests in each of the A£jet2n Enron will continue to manage 
the Assets and will be required to seek SBHC's consent prior to 
encumbering the Assets. 


SBHC's investment will be in a senior position to Enron’s investment. 
SBHC will receive a cumulative, preferred distribution and will be in 
a preferred position in a liquidation of the partnership. In other 
words, notwithstanding the form of the investment, the investment 
is debt-like. 


The term of the proposed transaction is three years; however. SBHC, 
in its sole discretion, has the ability to terminate early. 
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SalomonSmith Barney 

A member of crtigrcutfT 


> The transaction is structured to safeguard that there is sufficient 
liquidity to repay the SBHC investment 

• At all times, Sundance must have $28.5 million invested in high 
quality short term investments or in Enron paper, as long as 
Enron is investment grade. This investment is likely to fund 
SBHG’s exit from the partnership. SBHC intends to purchase 
default protection on Enron to mitigate its exposure to an Enron 
bankruptcy. 

• Enron will fund up to $90 million in cash flow needs for debt 
service and capital expenditures. 

« SBHC has the ability to terminate the partnership at any time by 
activating a four person Board of Directors ("Board") in which we 
elect two of the members. A deadlock of the Board for 15 
business days is a dissolution event of the partnership. 

• SBHC has the remote potential to be required to contribute 
additional capital (up to $160 million). However, a call on this 
contingent capital comes only after all of the following have 
occurred: SBHC has not exercised its discretionary right to 
terminate the partnership, the partnership has had GAAP net 
losses in excess of $689 million and Enron has funded its $90 
million additional capital commitment. 

> Description of the Assets: 

• Fishtail - pulp and paper trading business ($200 million) 

• Garden State - New Jersey newsprint operation ($60-75 million) 

• SATCO - Maine timberlands ($14 million) 

• Daishowa - Newsprint mill in Quebec ($400 million) 


> Economics: 

• LIBOR + 6.62 bppa for any capital contribution 

• Upfront fees of $725,000 

• The cost of any purchased default protection will be borne by 
SBHC. 


yoUn« approval mamo 


CONFIDENTIAL 


CITI-SPSI 0122754 



321 


SaixmqnSmithBarney 

A member of obgrrxtpT 


• SBHC has no potential upside, and receives a senior priority for 
distribution. The investment has been structured to act like debt in 
substance. 

Please acknowledge your approval of the investment by signing below. 


Approved: 

By: 


ywil» 
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SalqmonSmithBakney 

A member of crtgroupT 
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Interoffice Memo 



DATE: May 29, 2001 

TO: Barbara Yastine 

FROM: Jim Forese, Rick Caplan and Doug Warren 

RE: Enron Corp. - Project Sundance 



Derivatives is seeking to make a investment that, but for its form (a 
limited partnership interest), would be in the ordinary course of its business. 
Due to the form of the investment, it will be subject to the proposed merchant 
banking rules, and therefore, your approval of the investment is hereby 
requested. The investment has been reviewed and approved by CMAC, the 
Energy and Power Group in Investment Banking and Citibank Global Energy. 


> Transaction Overview: 


Lj^-toiA?4c41i 


ky 7-r>n fWwn c*. ** 


> Enron Corp. ("Enron") owns certain pulp and paper assets (the 
"Assets”), which have been purchased by Enron in a manner that the 
assets are off-balance sheet for GAAP accounting purposes. Enron, 
wishes to maintain that off-balance sheet treatment. 


■5W 3 

*^fi**ks 


> Enron has proposed a limited partnership, Sundance Industrial 
Partners. LP. ("Sundance"), into which Enron, as one partner, will 
contribute aunr*ry4m ataly_ $S89 mil lion In Assets and SBHC, as., the 
other partner, will contribute S28.5 million. Sundance will own the 
equity interests in each of the Assets. Enron will continue to manage 
the Assets and will be required to seek SBHCTs consent prior to 
encumbering the Assets. 



> SBHCTs investment will be in a senior position to Enron’s investment 
SBHC will receive a c umula tive, preferred distribution and will be in 
a preferred position in a liquidation of the partnership. In other 
words, noth withstanding the form of the investment, the investment 
is debt-llke. 

> The term of the proposed transaction is three years; however, SBHC, 
in its sole discretion, has the ability to ter min ate early. 


yutiaa approval mat 
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Salomon Smith Blarney 

A member of aCgrcupT 


SBHC has no potential upside, and receives a senior priority for 
distribution. The investment has been structured to act like debt in 
substance. 

Please acknowledge your approval of the investment by signing below. 

Approved:_ 

By: 
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Accounting for Investments in Limited Partnerships 
and Other Joint Ownership Entities 


BACKGROUND 


As Enron continues to expand its business strategy to new markets the complexity of transactions in these 
markets and the related accounting aiso expand. One area of particular complexity is the accounting for an 
investment in an entity in which Enron and one or more 3 rd parties hold voting and economic interests in the 
entity. The accounting for these transactions may be further complicated by the existence of puts, calls, total 
return swaps and disproportionate economic sharing arrangements. 


The purpose of this memorandum is to define Enron's accounting policy with respect to these transactions at 
the time of entity formation and continuing thereon as appropriate. The discussion in the memorandum is only 
febe. considered a general. guideline and further discussion on these types of transactions will con tinue as 
issues arise. G iven the evo lvin g natu re of th e a ccou nting literature regarding consolidation p olicies, 
consultation with Enron's Chief Accounting officer is required. 




AUTHORITATIVE ACCOUNTING GUIDANCE 

SFAS 94, “Consolidation of all Majority-Owned Subsidiaries" ( ^ ' 

ARB 51, "Consolidated Financial Statements" • "fe *6* •^p*#**^ ^ 

APB 18, The Equity Method of Accounting for Investments in Common Stock ^ 0 
SOP 78-9, “Accounting for Investments in Real Estate Ventures" 


EITF 96-16, "Investor's Accounting for an investee when the Investor has a Majority of the Voting Interests but 
the Minority Shareholder or Shareholders have Certain Approval of Veto Rights" 

EITF 98-6, “Investors Accounting for an investment in a Limited Partnership when the Investor is the Sole 
General Partner and the Limited Partners have Certain Approval Rights" 

EITF 90-15, “Impact of Norv-substantive Lessors, Residual Value Guarantees, and other Provisions in Leasing 
Transactions" 

EITF 96-21, "Implementation Issues in Accounting for Leasing Transactions Including Special Purpose 
Entities" 


Topic D-14, Transactions Involving Special Purpose Entities’ 

EITF 98-3, "Determining Whether a Nonmonetary Transaction Involves Receipt of Productive Assets ora 
Business" 

SEG-StaffSpeech T -DQminick-Ragone4Il r -December-4r2Q00 

International Accounting Standards Committee, Discussion on Special Purpose Entities and Consolidation 


Respect 

Fomt OOO-MS.1 (7/92) 


Permanent Subcommittee on Investigations 


EXHIBIT #335 




325 


nsnfaoi asaoma a4aas4 Page 2 


DISCUSSION 

I. Special Purpose Entities 

SThere have been extensive discussions on whether an entity is a special purpose entity and what impact, if 
any does that fact have on the accounting for that entity. SPE’s tend to be structured (e.g., pre-programmed) 
such that it is not apparent who has the authority to do things. Ihey-typisaliy-are-GreateGl-to^ccomprish-a 
p 1 a(T OW .anci-weIi-defmed--obj<SGtive-and-operate-ie-apFe£ieteFratned-way-5!JcMhst-virtuaiiy-aft-dght-s T -Gbiigat+oosy 
an<^aspeGts-of-aGtivitie5-that-could-bs-GontFolied-aF&'pfedeffned-and-i!mited-&y-COTtfa€tuai-pfovisk!nS'SpeG!fied 
o r -sshed u ted-at- in ce pfen r 

We believe the determination as to whether an entity is an SPE or a business should be based on the specific 
facts and circumstances. As a guideline, we believe that if an entity, cr its subsidiary{s), meet the definition of 
a business as described in E1TF 98-3, then the entity would not be considered an SPE. However, we also 
believe that certain activities not contemplated in HTF 98-3 have qualifying characteristics of a business. 

EITF 93-3 defines a business as a "self-sustaining integrated set of activities and assets conducted and 
managed for the purpose of providing a return to investors." This guidance further describes a business as 
consisting of (a) inputs (b) processes and (c) outputs. We believe that entities such as investment companies 
and funds established for the purpose of investing in certain activities or industries have the necessary 
characteristics to qualify as a business. For instance, with respect to an investment company: (a) -capital 
investments made by the equity investors are die required inputs, (b) investing, holding arid the eventual 
liquidation of investments is the process applied to these inputs (the qualitative and quantitative analysis 
applied to pre-investment activities may be outsourced to-third-parties to determine which investments meet 
pre-determined investment qualifications as agreed to by equity participants at the fund's inception) and (c) the 
exposure to market conditions and the ability to generate a return on invested capital associated with holding 
investments are the expected outputs of the entity. As such, we believe application of this accounting policy to 
such entities is appropriate. . r? 

s — t }S~3 cr« ( 

Further considerations that fc/ouiq jndicate an entity is has the necessary inputs, processes and oOtputs to 
qualify as a business under EITF 98-3 a-business-rather-ihan-an-SF-E-would-rnclude the following: 

* more than a de minimus amount of the entity's fair value is generated from sources other than contractual 



* the entity’s revenue or earnings activity is generated from multiple sources of contracts, investments or 
activites 

• the entity has non-recourse debt (however, it is not unusual for some partnerships to have a guarantee 
from one or more of the equity owners) 

If, based on the analysis above, the entity is deemed to be a business, then the guidance in this memorandum 
shall apply. Otherwise, the entity will be accounted for as an SPE. with all the relevant SPE rules to be 

d}SCU55ed-above-should-bfrtakeninto-consideratiGn--when-detefrninirig-whe-ther-'an-entity4s-an-SPE-or-a 

businessr-EnFOf^s-shall-apptytheappropfiate-guklance-di-ssussed-betowfoF-those-entities-detefmined-to-bea 

businessr 

If. Limited Partnerships and Other Joint Ownership Entities 

The accounting for investments in real estate joint ventures is addressed in SOP 78-9. This memorandum 
does not address the accounting for those investments and Enron will continue to account for those 
investments in accordance with SOP 78-9. This memorandum applies to investment in non-real estate 
entities. 

Ychji Personal Best Makes Enron Best 
F<xmCOM69-l (W92) 


Communicate- Facts Are Friendly 


Better. Faster, Simpler 


' og/2g/01 &S/2Q0-1 5/24/2304 


Rags 3 


Prior to the consensus in issue No. 96-16, many practitioners applied the guidance contained in SOP 78-9 to 
consolidation questions involving investments in both incorporated entities and unincorporated entities, 
whether or not the partnership was engaged In real estate activities, issue 96-16 embraces a concept of 
participating rights that some would argue is different from the concept of important rights as contemplated by 
SOP 73-9. Thus, non-real estate limited partnership situations could result in different conclusions as to 
consolidation depending on whether SOP 78-9 or Issue 96-16, by analogy, is applied. 


Your Personal Best Makes Enron Besi 


Communicate- Facts fire Friendly 


Better, Faster, Simpler 



327 


nsoe/oi aaeo«& 34 ffi 8 te 


«»•»* 




Page A 


BIT 98-6 


$e y * •<y~y~~ ;r c/ 'hrt . . 
^ 1 -fa ■“#*'$ 


//. KA&t&b*, 


In EfTF No. 98-6, the Task Force addressed the feasibility of Integrating the important limited partner rights 
described in SOP 78-9 and the substantive participating rights described in Issue 96-16 to determine what 
rights held by the limited partners) preclude consolidation in circumstances in which the sole general partner 
would consolidate the limited partnership in accordance with generally accepted accounting principles absent 
the existence of the rights held by the' limited partner(s). 

^ jnn EITF No. 98-6, The Task Force agreed that a partnership agreement that provides for the removal of the 
/ general partner by a reasonable vote of at feast two-thirds of the limited partners, without cause, and without 
v the limited partners or partnership incurring a significant penalty, indicated that the sole general partner does 
not control the limited partnership. The scope of EITF 98-6 is specifically limited to limited partnerships with a 
sole general partner; however, Enron shall apply the guidance of EITF 98-6 when the voting rights of the 
investors in other legal entities such as limited liability companies and limited liability partnerships are 
essentially the same as a limited partnership with a sole general partner. Furthermore, in the event that the 
partnership agreement does not provide for the removal of the general partner (or die managing member if an 
LLC) without cause, we believe that EITF 96-16 provides the best guidance in determining whether a sole 
general partner in a limited partnershio should consolidate the partnership. 


For tee purpose of the following discussion, tee terms majority and minority shareholders used in EITF 96-16 
have been replaced by general partner and limited partner as appropriate. J 

In EITF 96-16, the Task Force agreed that the assessment of whether the rights of a limited partner should j 
overcome the presumption of consolidation by the general partner should be based on whether the limited > y 
partner rights, individually or in tee aggregate, provide for the limited partner to effectively participate in ' 
significant decisions that would be expected to be made in the "ordinary course of business’*. j L 

■ jtfr tJ: * a\ 

s the ability to block significant decisions proposed by the investor who has a J«r c 
t is, control does not rest with the general partnerbecause the general partner 
:p to take an action that is significant in the ordinary course of business iNthjj 
>artner. This assessment of limited partner rights should be madg^whertirriei 3 
btained and should be reassessed if there is a significant jjhaf? ge to the terms or in 
ts of limited partners^- Enron believes that reassessmenrehould be pe rformed , 
ther the third party investor will exercise its right to vote contemporaneous with a 

ions </a change in the underlying value of the entity There shall be a rebuttable 

ban temporary", Rea&se6&me n t-eh ou l d b e p 6 rtQff ne d w h6R- it is- un tikelv-teat-tee 




e- te e rig ht t o v ot e due to - a chang e in - te e- m a rk e r; cond i tten s- o f ^ - c hange-if^-tee 


underlying -valueoftheentityr-There-shallbe-a-rebuttsble-presumption-teat-tee-thirdparty-investor-will-^ceRase 
tee-Rghtto-vote-unlesstee-changein-the-underiying-vaiueef-the-enUty-is-Joteer-tean-temporary'-.. 


The Task Force observed that ail limited partner rights could be described as "protective" of the limited 
partner’s investment in the partnership but that some limited partner rights also allow the limited partner to 
participate in determining certain financial and operating decisions of the partnership that are made in the 
ordinary course of business (subsequently referred to as "participating rights"). The Task Force agreed teat 
limited partner rights that are only protective in nature (subsequently referred to as "protective rights") would 
not overcome the presumption in Statement 94 that the general partner should consolidate its partnership. The 
Task Force agreed that substantive limited partner rights teat provide the limited partner with the right to 
effectively participate in significant decisions teat would be expected to be related to the partnership’s ordinary 
course of business, although also protective of tee limited partner's investment, should overcome tee 
presumption in Statement 94 teat the investor with a majority voting interest should consolidate its partnership. 
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EtTF 96-16 states that the following limited partner rights would allow the limited partner to effectively 
participate in the following partnership actions and should be considered substantive participating rights and 
would preclude consolidation by the genera! partner. 

• Selecting, terminating, and setting fie compensation of management responsible for implementing the 
partnership's policies and procedures. 

• Establishing operating and capital decisions of the partnerships, including budgets, in the ordinary 
course of business. 


The above rights may be modified to reflect the underlying business activities contemplated by the entity. 

With respect to the above rights. E1TF S6-1S states that “the likelihood that the veto right will be exercised by 
the minority shareholder, should not be considered when assessing whether a minority right is a substantive 
participating right*. However, it Will be Enron’s policy that there be a minimum level of participation by the third 
party investor, which must include an appointment of a non-Enron member to a minimum of one Board seat, or 
operating committee as appropriate, and that member will actively participate in the operations of the entity. 

The investor should also have the ability to appoint/replace additional Board /Committee members as 
appropriate in order to control at least 50% of the entity. The appointment of at least one Board/committee 
member by the third party investor validates the assertion that the investor will have an active say in the 
operations of the entity rather than just removal rights that may be considered protective. Because this element 
is not required under E1TF 96-16 there may be situations where a deviation from Enron's policy with respect to 
this specific issue will occur. In those situations, the deviation must be approved by Enron Corp.'s Chief 
Accounting Officer. 

EiTF 96-16 also states several “Factors to Consider” that should be considered in evaluating whether limited 
partner rights that appear to be participating are substantive rights. These factors are described in Exhibit il. 


While all these factors will be considered, several of these factors require further discussion. 

Factor #1 - Consideration should be given to situations in which a general partner owns such a 
significant portion of the partnership that the limited partner has a small economic interest. As the 
disparity between ownership interest increases, the limited partner rights are presumptively more 
likely to be protective rights. c ^>- 

We believe the third party investor must have sufficiepf^conomics in the entity in order to validate that its 
participating rights are substantive, with consideration given to both upside economics as well as downside. 
The amount of third party capital that will be required will be based cn a sliding scale to reflect the 
risks/rewards assumed by the investor. The presumption is that as the third party investor accepts more risk or 
has the opportunity to achieve a larger reward th^i the investor is more likely to participate in the entity‘s_ 
operations and therefore the minimum investment required by the investor decreases. 

Minimum 3 rd Party Investment Raj 

Residual Risk 115 3% of total £ontributtons^nade15y"all equity holders 

4:1 Coverage 0 * 10% - 20% of total Contributions made by ail equity holders 

(t) Where the third party investor is taking residual, first dollar of toss, commensurate with its equity percentage 


(25 Where the profiUtoss sharing arrangement allocates first losses to Enron equal to tour limes the investor's initial investment before the investor 
suffers losses. However, this coverage Is limited to 80% of ih t iae - r a l e m eHhg-ew t Hys r e rr ts when the minimum investment equals 20%. 
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These percentages represent the "minimum* atrot 
where t h e entity holds volatile assets where the valm 
possibly triggering a '‘reassessemenf, consideration 


tfe d bv the third party, in situ ations 
tot the entity can change dramatically and the refore" " 
SfTouid be~q!veB to capitalizing the entity with more than 




the mtmimum to mitigate this issue. 


To illustrate the determination of the minimum percentages required under the economics criteria see the 
decision tree at Exhibit 111. 

Once the third party investor's minimum investment percentage is determined base upon its risk/reward 
attributes then that percentage is used to determine the doiiar amount the third party investor must contribute. 
This percentage is applied to ail equity contributions, including the third party investors, based on the 
guidelines below. 

1 . The economic assessment will be based on the fair value of the items contributed {Not maximum 
exposure) and will be calculated as the fair. value of the investor's contribution divided by the fair value 
of all contributions made by all equity investors. We believe the use of fair value versus maximum 

-exposure provides a better measure of what each investor is contributing to the entity in return for their 
ownership interest in the entity. For example, assume it is the intent of Enron and another investor to 
share 50/50 on voting and economics in exchange for each party contributing equal value to the entity. 

If a component of Enron's contribution indudes a guarantee of the entity's debt that has a fair value 
less than its maximum exposure, then the use of maximum exposure to determine proper capitalization 
of the entity woutd require the other investor to contribute additional value resulting in the other investor 
receiving greater than 50% of the economics. The sharing of venture economics will always be driven 
by fair value of the items contributed, not maximum exposure, and therefore fair value should also be 
used when determining capitalization. 

2. The economic assessment will consider all items of value contributed by the investor and Enron 

regardless of its form (i.e. guarantees, commitments, letters of credit, derivatives); however, in all cases 
the fair value of the contributions must be objectively determined and verifiable. Certain contributed 
intangibles may be difficult to objectively measure and therefore maybe deemed to be valued at zero 
for the purposes of the economic assessment The intent is that the third party should not necessarily 
get “equity credit for “soft* contributions. It is not the intent to allow Enron to contribute "soft” items that 
are valued at zero therefore requiring little or no capita! from Enron^ ^ « 

3. The third party investor's investment should be exposed to all of toe entity's risk, e.g., the third party's 
capital should net be investad in/exposed to only T-Bills while Enron’s capital is exposed to the entity's 
risk. This concept is meant to share underlying entity risk between Enron and the third party investor 
commensurate with their exposure (residual or collateralized) in the entity fl.d. Cannot be target stock). 

4. In cases where the entity’s profit/loss sharing arrangement calls for Enron to take the first lossfi.e.. not 
the residual case) , the third party investor should not contribute an amount less than 10% of the fair 
value of the entity. In any event, the first toss provision cannot be greater than 80% of the fair value of 
the assets at inception and shall be reduced accordingly by capital contributions below 20% (e.g. If the 
investor contributes 10% of the fair value of toe entity’s assets, Enron can sustain toe first 40% decline 
in value of the assets before the third party suffers losses). 

Furthermore, attached as Exhibit V- Ilia re hypothetical structures that illustrate toe application of the third 

party investor's economic assessment using these guidelines. 

Factor # 3 - Relationships between the general and limited partners that are of a related-party 

nature in determining if the-partlcipating rights of the limited partner are substantive. 

There may be cases where Enron forms an entity with related parties including-fimited-partoershipS'Whose 

general-partoeris managing- member is -a- seraor-ofiicer-of-Snron. In these instances, toe-timited-pariners-cf 
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is Enron Ca'p ‘s poiicy that each transaction wUhany-fetated-party-be subject to the same approval 
process as transactions with non-afKiates and that terms of all related party transactions are reasonable 
compared to those which could have been negotiated with unrelated third parties. 
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Factor #6 - An owner of a majority voting interest who has a contractual right to buy out the 
interest of the minority shareholder in the investee for fair value or less should consider the 
feasibility of exercising that contractual right when determining if the participating rights of the 
minority shareholder are substantive. 

CAULS & PUTS - DISCUSSION TO COME ^ 

Finally, similar to E1TF 96-16 we have our own “Other Factors to Consider* with respect to the accounting for 
these investments: 

1 . When evaluating whether the third party investor would exercise its rights to participate in the entity’s 

operations, consideration should also be given to “other non-financial* factors (e.g., toe potential impact 
of the entity on the investors strategic business objectives outside of this entity) that are specific to the 
investor that may further incite the investor to participate in the entity’s operations.-? | 

2. -The terms surrounding toe payment of dividends to toe third party investor could create a situation 
where, as a result of a dividend payment, the investor's required investment amount is below the 
minimum percentage. With respect to the payment of dividends to the third party investor we believe 
the following: 1) Upon formation of the entity, it should contemplate that toe entity will have enough 
GAAP earnings to support any planned dividends and 2) if a dividend is paid when there are not 
enough GAAP earnings, then the issue of consolidation should be reassessed. 

3. Enron shall not execute a SFAS No. 140 transaction on its equity method investment if ANY of toe 
following apply: 

(a) the entity's assets are substantially all real estate (FIN 43) or toe sale constitutes a sate of future 
revenues as defined in E1TF 88-18 (b) Enron's equity investment is the result of an overcoHatefiized 
structured transaction where there the value of toe entity is not validated by a third party residua! 
investor (see example 2 in the table above - this factor may be overcome if toe value is objectively 
determined by a third party appraisal) or (c) greater than 50% of t he underlying value of the entity is j 
derived substa nt ially- ati-from Enron. 
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Summary 

in summary, in order to rebut the presumption that a soie genera! partner/managing member in a limited 

partnership/limited liability company controls the entity and therefore should consolidate the entity the 

these-guidelinesv 

t. The entity must not-be-deemed-t& be-a-sBeoiaj-ourDose-eAtitv be deemed a business 4SP£4 for the 
purposes of applying the consolidation guidance outlined in this memorandum. If the entity is an SPE, 
follow the guidance in E1TF 90-15, Topic D-14, etc. 

2. The third party investor must have substantive limited partner rights that provide the limited partner with the 
right to effectively participate in significant decisions that would be expected to be related to the 
partnership's ordinary course of business. 

3. The third party investor must appoint a ncn- Enron member to a minimum of one Board seat, or operating 
committee as appropriate, and that member will actively participate in the operations of the entity. The 
investor will also have the ability to appoint/replace additional Board /Committee members as appropriate 
in order to control at least 50% of the entity. Because this element is not reouired under EITF 96-16 there 
may be situations where a deviation from Enron's policy with respect to this specific issue will occur. In 
those situations, the deviation must be approved by Enron Corp.'s Chief Accounting Officer. 

4. The third party investor must have sufficient economics in the entity in order to validate that its participating 
rights are substantive, with consideration given to both upside economics as well as downside. The 
amount of third party capital that will be required will be based on a sliding scale to reflect the risks/rewards 
assumed by the investor. However, in a non-residual equity structure there should be no case where the 
3 rt party investor contributes an amount less than 10% of the fair value of the entity. In any event the first 
loss provision cannot be greater than 80% of the fair value of the assets. 

5. The economic assessment will consider ail items of value contributed by the investor and Enron regardless 
of its form (I.e. guarantees, commitments, letters of credit, derivatives); however, in all cases the fair value 
of the contributions must be objectively determined and verifiable. Certain contributed intangibles may be 
difficult to objectively measure and therefore maybe deemed to be valued at zero for the purposes of the 
economic assessment. 

6. The economic assessment will be based on the fair value of the items contributed (Not maximum 
exposure) and will be calculated as the fair value of the investor's contribution divided by the fair value* of 
all contributions made by all equity investors. 

7. The third party investor's investment should be exposed to all of the entity's risk, e.g., the third party’s 
capital should not be invested in/exposed to only T-Bills while Enron’s capital is exposed to the entity's risk. 
This concept is meant to share underlying entity risk between Enron and the third party investor 
commensurate with their exposure (residual or collateralized) in the entity (i.e. Cannot be target stock). 

- — 

8. The third party Investor's participating rights should be reassessed if there is a signifipafS change to the 

terms or in the exercisability of the rights of limited partners. Reassessment should/be performed when it 
is unlikely that the third party investor will exercise the right to vote due to a change in the market 
conditions or a change in the underlying value of the entfty.Tftere shall be a rebuttable presumption that 
the third party investor wiS exercise the right to vote unlessFhe change in toe underlying value of the entity 
is "other than temporary". I 
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9. Enron shall not execute a SFAS No. 140 transaction on its equity method Investment if ANY of the 
following apply: 

(a} the entity’s assets are substantially all real estate (FiN 43) or the sale constitutes a sale of future 
revenues as defined in EITF 88-18 (b) Enron’s equity investment is the result of an overcollaterlized 
structured transaction where there the value of the entity is not validated by a third party residual 
investor (see example 2 in the table above - this factor may be overcome If the value is objectively 
determined by a third party appraisal) or (c) greater than 50% of the underlying value of the entity is 
derived from Enron. 
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Ta: John E. Stewart@ ANDERSEN WO; Benjamin S. Neuhausen@ANDERSEN WO; Richard R. 

Peteraen@ANDERSEN WO; Carl E. Bass@, ANDERSEN WO; Jeffry H. Ellis@ANDERSEN WO; Roger D. 
WiUard@ANDERSEN WO; Debra A. Cash@ANDERSEN WO; Patricia S. Gnitzmacher@.ANDERSEN WO- 
Micliael D. Jonesi^ANDERSEN WO 
CC: 

BCC: 

Date: 08/21/2000 12:12 PM 

From: Kate E. Agnew 

Subject: 4 to 1 Test 

Attachments: 4 to 1 decision trce.ppf; derekscenarios revised.doc 

Attached is the information for the three o'clock conference call to discuss 
the 4 to 1 Test 


Permanent Subcommittee on Investigations 

EXHIBIT #336 
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Decision Tree for Application of 4 to 1 Test 



Notes 

* For purposes of this ewunple.wc liavc assumed that if additional debt Is issued, it becomes senior Co previously 

issued debt 

** If Debt is recourse to/guaranteed by Party A only, then 100% of the debt would bo included in Party A’s Capital 
at Risk. If Debt is recourse to/guaranteed by Party A and Party B 50/50, then the debt would also be split 50/50 
into Forty A and Party B’s Capital at Risk calculations. 


Yes 


j^73Ppm. / »gncwr70(X) cna/4 to 1 decision tree®* 



336 


Memo 

Data 

August 21,2000 

Subject 

4 To 1 Test Criteria 

Page 

L of 12 

To 

Tho Files 

Prom 

Deb Cash 


Patty Grutzmacher 


Kate Agnew 

Data 

August 21. 2000 

Subject 

4 to i Test Criteria 


arthuk Andersen 


Objective: Develop a consensus regarding application of the 4 to 1 test and use in assessing consolidation. In 

addition, document treatment of certain variables in determining inclusion/exclusion of the 4 to 1 
Test. 


TSG Members John Stewart 

Consulted: Rick Petersen 

Ben Neuhausen 
Carl Bass 
Jeff EUis 


General Assumptions: 1) 50/50 voting rights in Joint Venture 

2) Joint Venture meets the 3% outside exposure test 

3) Bank is gal considered a strategic player 


General Formula: 

Company' s % At Risk Company's Equity at Risk 

Summation of Total Equity Holders Capital at Risk in JV 
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Date 

Suited 

Page 


August 21, 2000 
4 To 1 Test Criteria 
2 of 12 


Scenario A 


Example 1 


A 

B 


ENE 

BANK 


550 

Equity Contribution^ 

$50 

JV s Equity Contribution 

c 



. 3 rd Party 


$500 Debt 
(secured) 



I. Summation of Total Equity Holders Capital At Risk in Joint Venture: 

$300 ENE Equity 

$300 Bank Equity 

$600 Total Equity at Risk 


II. Each Company’s Equity at Risk 

$300 ENE 

$300 Bank 


HI. Percentage of Equity At Risk 

50% ENE 

50% Bank 


Conclusion: Neither party consolidates. Debt is included in the calculation because debt is secured by the 

assets of the Joint Venture. However, the percentage of Equity at Risk would not differ if the 
debt was not secured by the assets of the Joint Venture. 
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Scenario B Debt is secured by the assets of the Joint Venture 


A 

ENE 


B 

BANK 


$49 n. s' - $49 

Equity Contribution'' JV / Equity Contribution 


$2 Equity Contribution 
$500 Debt (secured) 


3 rd Party 


L Summation of Total Equity Holders Capital At Risk in Joint Venture: 


$49 

ENE Equity 

$49 

Bank Equity 

$2 

3 rf Party 

$100 

Total Equity at Risk 


II, Each Company’s Equity at Bisk 

$49 ENE 

$49 Bank 

$2 3 rf Party 


HI, Percentage of Equity At Risk 


49% 

ENE 

49% 

Bank 

2% 

3" Party 


Conclusion: 


No party consolidates. Debt is not included in the calculation because C is a financial player 
and the debt is secured. 



339 


August 21, 2000 
4 To 1 Test Criteria 
4 of 12 


Scenario A 


Example 2 


A 

Bank 


S3 Equity 
ontributiort 


jv 


$18 Debt 
(unsecured) 


B 

ENE 


$79 Equity 
Contribution 


I. Summation of Total Equity Holders Capital At Risk in Joint Venture: 


A* 

$79 ENE Equity 

$21 Bank Equity 

$ 1 00 Total Equity at Risk 

II. Each Company’s Equity at Risk 

$79 ENE 

$21 Bank 

III. Percentage of Equity At Risk 

79% ENE 

21% Bank 

Neither Party Consolidates 


I* 

$79 ENE Equity 

$3 Bank Equity 

$82 Total Equity at Risk 


$79 ENE 

$3 Bank 


96% ENE 

4% Bank 

ENE Consolidates 


A* JV is prohibited from issuing additional debt 
B* JV is prohibited from issuing additional debt 
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Scenario B 


A 

ENE 


. S3 Equity 
\Contributk>n 


JV 


$18 Debt 
(unsecured) 


B 

Bank 


$79 Equity 
Contribution 


Summation of Total Equity Holders Capital At Risk in Joint Venture: 
A 

$21 ENE Equity $21 

$79 Bank Equity $79 

$100 Total Equity at Risk $100 


B 

ENE Equity 
Bank Equity 
Total Equity at Risk 


II. Each Company’s Equity at Risk 

$21 ENE 

$79 Bank 


$21 ENE 

$79 Bank 


III, Percentage of Equity At Risk 

21% ENE 

79% Bank 

Neither Party Consolidates 


21% ENE 

79% Bank 

Neither Party Consolidates 


Conclusion: Characteristics of financing provided by the equity holder is a factor in determining whether to 

included in the 4 to 1 test. 
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6 of 12 


Example 3 


Scenario A 

A B 

ENE BANK 



Party $500 Debt 


(secured or 
unsecured) 

I. Summation of Total Equity Holders Capital At Risk in Joint Venture: 


$503 ENE Equity 

$97 Bank Equity 

$600 Total Equity at Risk 

n. Each Company’s Equity at Risk 

$503 ENE 

$97 Bank 


III. Percentage of Equity At Risk 

84% ENE 

16% Bank 


ENE Consolidates 
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Scenario B 


A 

Bank 

Guarantee I 



3rd 

Party $soo 

Debt 


jv 


(unsecured) 



I, Summation of Total Equity Holders Capital At Risk in Joint Venture: 


A 

$97 ENE Equity 

$503 Bank Equity 

$600 Total Equity at Risk 

H, Each Company’s Equity at Risk 

$97 ENE 

$503 Bank 


B 

$97 ENE Equity 

$3 Bank Equity 

$100 Total Equity at Risk 


$97 ENE 
$3 Bank 


III. Percentage of Equity At Risk 

16% ENE 

84% Bank 

Bank Consolidates 


97% ENE 

3% Bank 

ENE Consolidates 


Conclusion; When the guarantor is the operational party, the debt is included in the calculation whether 
secured or unsecured. When the guarantor is the financial party, the debt characteristics 
determine whether debt is included in 4 to 1 calculation. 
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Example 4 


3rd 

Party 


$13 

Equ ily Conlribu Lion 


ENE 


$15 

Equi Ly Con Lribu linn 


JV2 


ENE 



L Summation uf Total Equity Holders Capital At Risk in Joint Venture: 

$30 JV2 Equity 
$70 ENE Equity 

$ 100 Total Equity at Risk 

H. Each Company’s Equity at Risk 

$85 ENE 

$15 3* Party 

HI. Percentage of Equity At Risk 

85% ENE 

15% 3 ri Party 

ENE Consolidates 


Conclusion: 


ENE Consolidates as equity from both Joint Ventures 3 and 2 is included in ENE’s Capital 
at Risk 
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Example 5 


$30 

Equity Contribution 


jvi 


ENE 

'$70 

Equity Contribution 


JV2 

$100 Debt 

(secured or unsecured) 



Equity Holder 


I. Summation of Total Equity Holders Capital At Risk in Joint Venture: 

$50 ENE Debt 

$70 ENE Equity 

$30 A Equity 

$150 Total Equity at Risk 

II. Each Company's Equity at Risk 

$120 ENE 

$50 3 rf Party 

$30 A 

HI. Percentage of Equity At Risk 

60% ENE 

25% Party 

15% A 

No Party Consolidates 


ENE 


3rd 

Party 



Data 

Subject 
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Example 6 


Day! 


Later 



A 


Capital Balance “ $81 


B 


Caoital Balance * $19 


jv 


- There have been no distributions 

- Co A has obtained increase 

Question: • When do you reassess consolidation? 

Conclusion: Only reassess upon event of recapitalization which is defined as additional equity infusion and 

borrowings, not sales, purchases or normal distributions based on GAAP earnings 
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OVERALL * Under what circumstances does the Joint Venture meet the 3% outside equity-at-risk 

4 To 1 Questions: calculation based on balance sheet footings of the Joint Venture exposure versus the SPE 

exposure? 

• Under what circumstances is the 4 to 1 Test irrelevant? For example, if the J V has 2 equity 
holders, both which have significant participating rights, is it ncccssaiy to apply the 4 to 1 
Test? 
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Date:Q2/21/02 


STRUCTURING SUMMARY 
Flagstaff Capital Corporation 
GIB Deal Team: Walker, Series Lender. Traband, Rogers 
Credit Executive: Wright Timing: February 2001 




We are requesting approval to arrange a S4QQMM 5 year + 1 day amortizing {3 yr avg life) dub pre-funded U.S, term 
loan facility guaranteed by Enron Corp. to support a tax-structured transaction sponsored by Enron Corp. ("Enron"). 
This facility is part of a $1.53 Bn transaction arranged by JPMorgan’s Structured Finance group, which will be used in 
connection with the acquisition of a Canadian Pulp & Paper M01 (the ‘Mill*)- Enron is purchasing Ihe Mill from. Daishowa 
Forest Products Lid. The deal win give Enron ownership of 60.000 acres (24. 300 hectares) of forest in the state of Maine 
as well as a §15.000 ton/year newsprint and paperboard plant 

Deal Terms 

Amount USS4C0MM 

Term: 5 years + 1 Day 

Crawn: L+ 85bps (subject to syndication feedback from Enron's Turbo Park deal; see Enron Forward 

Calendar attachment). 

Guarantor: Enron Corp. (BBS+f Baal) 

JPMorgan Upfront Fee: 56MM 
GSF Upfront Fee: 5750.000 * 

CMB Pre-fund: 5133MM (1/3 of deal) 

CMB Target Hold: 540MM 

Fees to Club Banka; 25 bps on hold at primary closing date 
Fees to Retail: - 35 bps (1 hp per mBlion of commitment) 

* Credit is requiring that an Enron credit derivative be purchased to offset CMS exposure on this transaction. The 
approximate 5550,000 cast is being paid by the Tax Structuring Croup. 
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Syndication Strategy Enron has proposed going to two or three of their second tier banks {1BJ, RBC, eto.) for the dub 
opportunity. They think this strategy wilt enable them to 1) avoid approaching other top tier which may have ongoing pre- 
funded positions and 2) minimize underwriting tees. Enron has proposed a 25 bp fee (about $333,000 on a J133MM 
commitment} for pre-funding the deal. This fee would be net to toe Clubs as Enron would pick-up fees to retail. 

The Transaction will encompass two major steps (a mere detailed description is outlined in die Transaction Overview 
section betow): ' 

1. A borrowing of approximately 31.53 Bn bom JPM. JPM wil set up a special purpose vehicle to lend these finds., and 
wilt raise S400 MM of the funds through the syndicated loan market, with die remainder in the form of an inter-company 
loan of approximately $1.13 Bn. Enron wEl use the proceeds to acquire the Mill and to enter into an equity derivative 
transaction (next step). 

2. An equity derivative transaction, entered into by two of Enron's subsidiaries and the JPM speda! purpose vehicle. 


ifi order to facilitate the mechanics of this transaction. Chase is requesting three separate approvals: 

1. Approval to rtrranne s 3400 MM funded bank facility . Chase is proposing to underwrite a $133.3 MM porton of the 
$400 MW facility in a dub-styie execution, and will sell down to a final hold of $40MM (10.0%) of this facility. We will 
have strong market flex specifying Underwriter target holds of $40 MM by 60 days past the Primary Closing Date. 
Drawn price will be at UBOR + SS.O bps and upfronts o! 25.0 bps. The facility will fully amortize over the tenor of five 
years + 1 day. In an effort to manage exposure to Enron, JPM plans to purchase a credit derivative to lay off the 
risk on our $40 MM commitment. 

2. Approval to make a daylight overdraft loan from Chase In an amount up to $1,13 Bn . Chase will use trie proceeds 
it receives under the equity derivative to repay this loan at the end of the day on the closing date, effectively making the 
loan a daylight overdraft line for credit purposes. In addition. Chase would extend to Enron up to a [$MMJ daylight 
overdraft loan at maturity of 5-years and 1-day in order to facilitate the termination of the facility. 

3- Approval for a fS2C MM1 Interest Rata Derivative line at the level of Chase SPV with maturities out to 5 years. This 
exposure is needed to effect an interest rata swap with Chase SPV. Any liabilities arising from derivatives transactions 
will be guaranteed by Enron Corp. The pay fixed/receive floating swap will hedge the amortizing $400 MM facility. 

Chase will receive a fee of approximately $3.0 million at the dose of the deal, with an additional 2S.0 bps upfront on our 

commitment. 
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» JPM SPV: Newly-created US special purpose vehicle, owned 100% by JPMorgan Chase 
» Finco; Newly-created Canadian spedal purpose vehicle 100% owned by Canco 

• Canco: Enron Canadian operatingccmpany 

* Subco: Newly-created Canadian special purpose vehicle 100% owned by Enron (US} 
Note: Exact amounts oftrensations will be based on swap rates at closing date. 


The following steps will b« executed to complete tho Transaction: 

Step 1: Fund JPMorgan SPV 

JPMorgan will establish a US special purpose vehicle f JPMorgan SPV) to ad as party to fineo (a newly created special- 
purpose subsidiary of tie ultimate borrower, Canco). JPMorgan SFV will be a bankruptcy remote entity 100% owned by 
JPMorcanChase & Co. The lenders (e.g.. bank syndicate) lend 54C0MM to JPMorgan SPV. In order for Finco to borrow 
the full amount of the gross loan, however, an additional $1.13 Bn is needed on day one. JPMorgan will make this through 
a daylight overdraft (U. intra-day) loan oi $1.13 Bn, which will be folly repaid by the end of day one via Subco. When 
added to the 5400MM from the lenders, JPMorgan SPV will have the $1.53 Bn needed on day one to effect the transaction. 
As described bolcw, only a $4 COMM net loan from JFMorgan will be outstanding at the end of day one. 

Enron will' guarantee 5400MM of the $1.53 Bn Finco Note te JPMorgan SPV. Enron wi3 not, however, guarantee the 
JPMorgan SPVs S40CMM Note to the tenders. If Is anticipated that the bank lenders will be comfortable with the 
Finco/JPMcrgan SPV guarantee and a representation from CMB that the cash flows into the JPMorgan SPV will be only for 
the benefit of the tenders. 

Step 2: JPMorgan SPV Loan to Finco and Share Subscription Agreement 

JPMorgan SPV lends $1.53 Bn to Finco, a newly-created special purpose vehicle 10Q% owned by Canco. In return. Ftnco 
gives JPMorgan SPV a relatively p!ain-van2Ia note (Finca Note). JPMorgan SPV and Finco also enter irrevocably into a 
Share Subscription Agreement Under the agreement, at maturity JPMorgan SPV will pay the subscription price of 51.53 
Bn to Finco for 99.99% of Finco’s common stock, which it will direct Finco to deilver directly to Subco in satisfaction of 
JPMorgan SPVs contract with Subco (described to Step 4). JPMorgan SPV will pay this $1.53 Bn subscription price to 
Finco using the $1 .53 0n loan repayment proceeds from Finco. 
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Step 3: Ftnco Lean to Canco 

Upon receipt of the $1.53 Bn from JPMorgan SPV. Finco will onder.d the $1.53 Bn loan proceeds to its parent company. 
Canco. The terms of the loan are similar to {and essentially will be pari passu with) those between Canco and its existing 
bank syndicate. 

Stan 4: Finco Loan to Canco 

MOC makes an intercompany loan of $1.13 Bn to Subco, a newiy-created SPV owned by Canco. 

Step S: Subco acquires JPMorgan SPVs right to receive Rnco stock at maturity 

Subco purchases JPMorgan SPVs right to receive Finco's stock at maturity. Subco does this by entering into a 
Subscription Rights Purchase Agreement with JPMorgan SPV under which it prepays JPMorgan SPV $1.13 Bn at inception. 
This $1.13 Sn represents the present value {using the JPMorgan SPV/Finco term loan coupon as the discount rate) of 
$1.53 Bn in 5 years. Sines Subco will receive Flnoo shares worth exactly $1 .53 Sn at maturity (as JPMorgan SPV will have 
just returned to Finco S1.53 Bn for the shares), the $1.13 Bn present value of this amount is considered fair. 

Important aspects of the agreement are: 

* Subco purchases JPMorgan SPVs right to receive Finco's star* at maturity. The obligation to pay 
Finco for the stock, however, remains with JPMorgan SPV as previously described. 

* JPMorgan SPV will be obligated to purchase the shares only if Finco has repaid In full its 51.5.1 Bn 
loan to JPMorgan SPV at maturity. In reality, sat-off will occur and the money will not actually have to 
change hands between Finco and the JPMorgan SPV. 

* The documentation will stipulate that Subco has recourse only to Finco In the event that Finco does 
not deliver its stock to Subco at maturity. This would happen in the event that Finco fails to repay the 
loan to JPMorgan SPV and consequently JPMorgan SPV refuses to pay Rnco under the Subscription 
Agreement for the stock it owes to Subco. 

Stop 6; JPMorgan SPV repays the daylight overdraft to JPMorgan 

JPMorgan SPV will use the $1,13 Bn prepayment from Subco to permanently repay the $1.13 Bn daylight overdraft to 
Chase Manhattan Bank prior to dose on day one. 

ECONOMIC RESULT: 

The economic result is a level-payment, self-anortizirg r,ei debt of $400 MM at closing. 

Interest and prindpa! on the net debt are serviced by the stated coupons on the Note (similar to a mortgage). 

TAX BENEFIT: 

The coupons on the full principal amount of the Ncte are tax-deductible interest in Canada. 

The forward contract does not create an asset that generates taxable income on an accrual basis in Canada. 


Enron Pulp & Paper Overview 


Enron's ptip and paper initiative is housed on Enron Industrial Maikets. The objective is to bring tire same trading and risk 
management skills Enron has used in its gas and power trading businesses to the pulp and paper industry. Enron has been 

providing financially settled hedges to tha PS.P industry since 1997, having completed transactions with a notional 

value of $3 billion. To help develop tha ability to trade the physical commodity. Enron felt the need to estabGsh a hard asset 
position in the P&P industry. Specifically. Enron has completed the following steps since September 2000. 

Garden State. In September, Enron purchased a 30-year-old 210,000-tons/year newsprint facility and four recycling centers 
that collect old newsprint (ONP) for use as feedstock at the plant Planned CAPEX will increase capacity to 220,000- 
tons/year and reduce operating expenses. 

Ciickpaper.com. In conjunction with tha purchase of Garden State Paper, Enrcn'inlroduced Clickpaper.com 
Clickpaper.com provides a transactional platform to buy and sell physical and financial pulp, paper, and wood products, 
which is principal-based, commission-free, and real-time. It also provides news, resources and information directly related 
to the industry. Enron intends to expand the product offering on C9ckpaper.com as it expands its physical position in pulp & 
paper. 

Dalshowa. Most recently, Enron has agreed to purchase Toronto-based Daishowa Forest Products Ltd., a Quebec 
newsprint mill and sawmill. It is this acquisition that will be financed through the above structure. The deal will give Enron 
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ownership of 50.000 acres (24, 300 hectares) of forest in the state of Maine as well as Dalshowa’s primary asset, a 515,000 
ton a year newsprint and paperboard plant 

Enron’s pulp and paper assets, along with the other products targeted by Enron Industrial Markets, will be held in the 
structure below. As a result of this structure. CMB's unfunded commitment to the Pulp & Paper business and our funded 
facility to Garden State Paper will both be refinanced. 





Company Business: 


ENRON CORP. 

Enron is the leading Risk Merchant Traditionally considered a natural gas pipeline company. Enron's core business s now 
Ihe management of price risk in fast-growing and deregulating commodity markets. The Risk Merchant franchise accounts 
for 75% of operating income, and is growing at a 30%-40% annual rate. Enron grows by expanding this business model 
into new geographies and commodities. Market shares: No. 1 in relatively mature $30 billion U.S. natural gas market; No. 1 
in $235 billion U.S. electricity market, opened in 1S96 and raplcly growing. Enron also has first mover advantage in the 
$270 billion European market, opened in February 1999, where it Is already profitable and has seen volumes grow ten-fold. 
Enron expects to solidify its position by using the Internet EnronOnllne already drives ever half of total commodity volumes. 
Also, Enron expects to successfully develop the bandwidth commodity market, where it already has first mover advantage. 

Enron's operations are classified into the following business segments: 

• Wholesale Energy Operations and Services engages primarily in the trade and marketing of natural gas. electricity, 
and other energy sources and risk management products in North America and Europe, as well as energy asset 
investments worldwide. . 

■ Transportation and Distribution operations engage in the transmission of natural gas across the Company’s nine 
major pipelines and the generation and distribution of electricity. 

' • Retail Energy Services engages to the sale of natural gas and electricity directly to end-use customers, particularly in 
the commercial and industrial sectors, including the outsourcing of energy-related activities. 

■ Broadband Services was recently developed to establish a communications bandwidth trading market. * 

WHOLESALE ENERGY OPERATIONS and SERVICES: 

Enron's wholesale business (Enron Wholesale) includes its wholesale energy businesses around the world. Enron 
Wholesale operates in developed and deregulated markets such as North America and Europe, as well as developing or 
newly deregulating markets including South America, India and Japan. 

Enron builds its wholesale businesses threugh the creation of networks involving asset ownership, contractual access to 
third-party assets and market-making activities. Each make! in which Enron Wholesale operates utilizes these components 
In a slightly different manner and is at a different stage of deveiopmenL This network strategy has enabled Enron 
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Maturity 

5 years and day 

Commitment Amount 

S133.2 million 

Hold Amount 

5*3.0 million 

Undrawn Coal 

N/A 

Orav-n Cost 

B5.0bpa 

Upfront Fees to Market 

25.Q KM 

Funded 7 

Yaa 

Guaranteed ? 

Yes - Enron Ccrp. 

Secured 7 

Yes 

Administrative A<j«M 

JPM 



» Strong Credit * BSSvfBaal Investment grade ratings. 

w Marque? Name - one of the *rorW3 i«rg«rt integrated natural gao and electricity companies. 

» Financial Strength - $53 billion in Assets. Market capitalization ol $593 billion. 

* Strong bank [oUo*ng~ Approximately 8C banks currently provide financing to Errcn and rslatad entices. 



Chase continues to be a first tier bank to Enron {Blue ClisrQ and Is one cf its too two agenta {Crtbank being our principal 
ccmpsstxin). For liacsi year 2000. Chase has earned aver $23.1 million in revenues from She Enron relationship. 
Anticipated opportunities moving forward include Investment Grade Securities, Maa advisory snd Derivatives. 


Iflonrouaf Signatures. 
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June 22, 2001 


Private and Confidential 

Enron Corp. 

1400 Smith Street 
Houston, Texas 77002 

Attention: Stephen Douglas 

Re: Tax Comfort Letter - Enron Structured Financing 


Ladies and Gentlemen: 

This letter confirms, at your request, that the employees of J.P. Morgan Securities Inc. 
and its affiliates (“JPMorgan”) who have been involved in structuring, arranging, and 
syndicating your senior revolving credit facility closing on this date (the “Transaction”) 
have no knowledge of any event, development, or change in circumstance that should 
cause the expected principal Canadian federal income tax consequences of the 
Transaction to Enron Corp. and its affiliates (“Enron”) to be other than those set out 
generically in the opinion dated November 7, 2000 from Blake, Cassels & Graydon LLP 
addressed to Chase Securities Inc. (the “Blakes Opinion”), subject to any changes in the 
tax consequences resulting from factual differences in the Transaction as compared 'to the 
assumed facts in the Blakes Opinion. 

This letter is subject to our understanding that neither JPMorgan nor its counsel has 
provided or is providing tax, accounting, or legal advice to Enron or any other party in 
connection with the Transaction, that Enron is obtaining its own tax, accounting, and 
legal advice and coming to its own views as to the tax consequences of the Transaction to 
Enron, and that neither JPMorgan nor its counsel has conducted an independent review of 
the expected principal Canadian federal income tax consequences of the Transaction to 
Enron 
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Please confirm that the foregoing accurately sets forth. our understanding by signing in 
the space provided beiow. 

Very truly yours, 

J.P. MORGAN SECURITIES INC. 

ENRON CORP. 

By: 




FOIA Confidential 


SENATE 

FL-01934 



428 


June 22, 200! 


Enron Corp 
1400 Smith Street 
Houston, TX 77002-7361 
Attention: Stephen HL Douglas 
Senior Tax Director 



Ladies and Gentlemen: 

We refer to, and this letter is provided in connection with, (i) that certain credit 
agreement, dated as of the date hereof among Flagstaff Capital Corporation as the lender 
(the “Lender”), Hansen Investments Co. as the borrower (“Hansen”) and The Chase 
Manhattan Bank as the Administrative Agent (the “Credit Agreement"), (ii) that certain 
stock subscription agreement, dated as of the date hereof, between the Lender and 
Hansen (the “Subscription Agreement") and (iii) that certain subscription payment 
assumption agreement, dated as of the date hereof between the Lender, Newman 
Investments Co. (“Newman”) and Hansen (the “Subscription Payment Assumption 
Agreement,” and together with the Credit Agreement arid the Subscription Agreement, 
the “Transaction”). This letter is to confirm our agreement with respect to treatment of 
the Transaction by Enron Corp. and its Affiliates and J.P. Morgan Securities Inc, (“J.P. 
Morgan”) and its Affiliates (collectively, the “Companies" for US federal tax purposes) 
that Lender is making a net loan of S375 million to Hansen. Capitalized terms used 
herein but not otherwise defined shall have the meanings ascribed to such terms in the 
Credit Agreement. NOW, THEREFORE, for and in consideration of the premises and 
other good and valuable consideration, the sufficiency of which is acknowledged, the 
Companies hereby agree that, for US federal tax purposes, the Companies will treat the 
Operative Documents as giving rise to an integrated transaction. In particulir, the 
Companies agree that, unless either of the Companies receives an opinion of nationally 
recognized counsel indicating that no reasonable basis (within the meaning of Section 
6662 of the Internal Revenue Code of 1986, as amended) exists for such treatment, the 
Transaction shall be treated as follows 

1 'as a result of entering into the Transaction. Hansen will borrow a net amount of 
S375 million (the “Net Loan") from the Lender: 

2 the Net Loan will constitute a self-amortizing loan (upon which the quarterly 
interest payments shall be made and calculated at an annual rate equal to 6 12 
percent) and' the quarterly payments of interest under the Credit Agreement will 
be treated in pan for L' S federal tax purposes as quarterly payments of interest 
equai to l 53 100 percent of the outstanding Net Loan amount, with the excess of 
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• each such payment made under the Credit Agreement over each quarterly interest 
payment made (and characterized as such for U.S federal tax purposes) 
characterized for U.S. federal tax purposes as payment of principal on the Net 
Loan; 

If one of the Companies determines that it will seek an opinion of outside tax counsel 
regarding the U.S. tax characterization of the Transaction, the Companies shall keep each 
other informed of issues which arise and provide each other with sufficient opportunities 
to present their views to the selected outside U.S. tax counsel. In addition, the 
Companies shall keep each other apprised of any issues that they become aware of or are 
raised by any taxing authority that could adversely affect the other’s ability to report the 
Transaction for U.S. federal tax purposes as described herein. I P. Morgan hereby 
represents and warrants that neither it nor its Affiliates have any' present knowledge 
(whether direct. Indirect, or constructive) that could negatively impact the expected U.S. 
tax characterization of the Transaction or the Operative Documents as a net loan in the 
amount of $375 million. 

This letter may be executed in one or more counterparts and delivery of an executed 
counterpart of this letter by telecopier shall be effective as delivery of a manually 
executed counterpart. 

This letter shall be governed and construed in accordance with the law of the State of 
New York. 

For purposes of this Agreement, the following terms shall have the following meanings; 

“Affiliates” means, with respect to a specified Person, another Person that 
directly, or indirectly through one or more intermediaries. Controls or is 
Controlled by or is under common Control with the Person specified. . 

“Control” means the possession, directly or indirectly, of the power to 
direct or cause the direction of the management or policies of a Person, whether 
through the ability to exercise voting power, by contract or otherwise. 
“Controlling” and “Controlled” have meanings correlative thereto. 

“Person" means any natural person, corporation, limited liability 
company, trust, joint venture, association, company, partnership, governmental 
authority or other entity 
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IN WITNESS WHEREOF, the undersigned have signed this Agreement this 22nd 
day of June, 200 1 . 



AGREED AND ACCEPTED: 


ENRON CORP. 
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2.06(0 AGREEMENT 


Reference is hereby made to the Credit Agreement {as amended, supplemented or otherwise 
modified from time to time, the “ Hansen Credit Agreement ”), dated as of June 22, 2001, among 
Hansen Investments Co. (“ Hansen ”), as borrower. Flagstaff Capital Corporation (“ Flagstaff "), as 
lender, and The Chase Manhattan Bank, as administrative agent. Capitalized terms used herein 
and not otherwise defined herein shall have the same meanings herein as ascribed thereto in the 
Hansen Credit Agreement. 

Reference is made to Section 2.06(0 of the Hansen Credit Agreement which applies where the 
Borrower has paid or is obligated to pay an amount thereunder that would result in interest 
payable under the Loan being ineligible for a certain withholding tax exemption for certain 
reasons 

Attached as Appendix I to this Agreement is a spreadsheet setting out the results intended by the 
parties should the conditions to the operation of the said Section 2.06(f) of the Hansen Credit 
Agreement be found to apply and accordingly the said Section 2.06(f) of the Hansen Credit 
Agreement apply. 

The undersigned hereby agree that the said spreadsheet accurately reflects the results intended by 
the panics should the said Section 2.06(f) of the Hansen Credit Agreement apply, including the 
amount of the increase in the principal amount of the loan by Flagstaff to Hansen and interest 
and principal payments on the said loan, and the amount of the deemed loan by Hansen to 
Flagstaff and interest and principal payments on the said loan, and the set-off of (!) the amount of 
the increase in the principal amount of the loan by Flagstaff to Hansen, and (II) the amount of the 
deemed loan by Hansen to Flagstaff and interest on the said loan. Nothing in this Agreement 
shall affect any of the obligations of Hansen in respect of the Loan, and in the event of any 
inconsistency between the provisions of the Hansen Credit Agreement and this Agreement, the 
Hansen Credit Agreement shall prevail. 


FLAGSTAFF CAPITAL CORPORATION 

Name lUv—X/, 

Title p 


HANSON INVESTMENTS CO. 


Name 

Title 


FOIA Confidential 
Treatment Requested 
byJPMC 


I Permanent Subcommitt ee on Investigations 


SENATE 

FL-01940 




432 


2.06(0 AGREEMENT 


Reference is hereby made to the Credit Agreement (as amended, supplemented or otherwise 
modified from time to time, the " Hansen Credit Agreement ”), dated as of June 22, 2001, among 
Hansen Investments Co. (“ Hansen ’), as borrower. Flagstaff Capital Corporation (“ Flagstaff ’), as 
lender, and The Chase Manhattan Bank, as administrative agent. Capitalized terms used herein 
and not otherwise defined herein shall have the same meanings herein as ascribed thereto in the 
Hansen Credit Agreement. 

Reference is made to Section 2.06(0 of the Hansen Credit Agreement which applies where the 
Borrower has paid or is obligated to pay an amount thereunder that would result in interest 
payable under the Loan being ineligible for a certain withholding tax exemption for certain 
reasons. 

Attached as Appendix I to this Agreement is a spreadsheet setting out the results intended by the 
parties should the conditions to the operation of the said Section 2.06(0 of the Hansen Credit 
Agreement be found to apply and accordingly the said Section 2.06(0 of the Hansen Credit 
Agreement apply. 

The undersigned hereby agree that the said spreadsheet accurately reflects the results intended by 
the parties should the said Section 2.06(0 of the Hansen Credit Agreement apply, including the 
amount of the increase in the principal amount of the loan by Flagstaff to Hansen and interest 
and principal payments on the said loan, and the amount of the deemed loan by Hansen to 
Flagstaff and interest and principal payments on the said loan, and the set-off of (I) the amount of 
the increase in the principal amount of the loan by Flagstaff to Hansen, and (II) the amount of the 
deemed loan by Hansen to Flagstaff and interest on the said loan. Nothing in this Agreement 
shall affect any of the obligations of Hansen in respect of the Loan, and in the event of any 
inconsistency between the provisions of the Hansen Credit Agreement and this Agreement, the 
Hansen Credit Agreement shall prevail. 


FLAGSTAFF CAPITAL CORPORATION 

By: 


Name: 

Title: 



Name Peter C M. Keohane/ 

Fiile \ ice President and Seeretjrs 
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CREDIT AGREEMENT dated as of June 22, 2001 among HANSEN 
INVESTMENTS CO., FLAGSTAFF CAPITAL CORPORATION, and THE CHASE 
MANHATTAN BANK, as Administrative Agent. 

The parties hereto agree as follows: 

ARTICLE I 
Definitions 

SECTION 1.01 Defined Terms . Capitalized terms used herein and not 
otherwise defined herein shall have the meanings given such terms in the Flagstaff Credit 
Agreement. As used in this Agreement, the following terms have the meanings specified below: 

“ Administrative Agent ” means Chase, in its capacity as administrative agent for 
the Lender hereunder. 

“ Advance " has the meaning set forth in Section 2.06(f)- 

“ Agreement " means this Credit Agreement, as amended, supplemented or 
otherwise modified from time to time. 

“ Borrower " means Hansen Investments Co., a company formed under the Nova 
Scotia Companies Act. 

“ Borrower Obligor " means CPS or any other Person to the extent any of the 
foregoing has an Obligation for the payment of money to the Borrower or makes a payment in 
respect of any such Obligation. 

“ Borrowing " means the making of a Loan hereunder. 

“ Borrowing Request " means a request by the Borrower for a Borrowing in 
accordance with Section 2.02. 

“ Canadian Dollars " means the lawful currency of Canada. 

“ Charges " has the meaning set forth in Section 10. 1 2. 

“ Chase " means The Chase Manhattan Bank. 

“ Closing Date " means June 22, 2001 . 

“ Commitment " means the commitment of the Lender to make a Loan pursuant to 
Section 2.0! to the Borrower on the Effective Date in an amount not to exceed SI, 4 14,504,347. 

“ Cost of Funds Adjustment. Amount " means, with respect to each Interest Period, 
the amount, if any. by which the Actual Cost of Funds exceeds the Base Amount for such 
penod. For the purpose of this definition, (a) “ Actual Cost of Funds " means the amount of 
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interest actually accrued for such Interest Period pursuant to Section 2.08(a) of the Flagstaff 
Credit Agreement, and (b) “ Base Amount " means the amount of interest and fees that would 
have accrued for such Interest Period pursuant to Section 2.08(a) of the Flagstaff Credit 
Agreement if the “Loans" under and pursuant to the Flagstaff Credit Agreement were 
“Eurodollar” Loans. 

“ CPS Intercompany Note " means the Note dated as of the Closing Date issued by 
CPS to the Borrower, in the form delivered to the Administrative Agent on the Closing Date, as 
such note may be amended, supplemented, or otherwise modified as permitted hereby. 

“ Currency Due 1 * has the meaning set forth in Section 10.03(0- 

“ Default " means any event or condition which constitutes an Event of Default or 
which upon notice, lapse of time or both would, unless cured or waived, become an Event of 
Default. 

" Designated Party " shall have the meaning set forth in the Enron Agreement. 

“ dollars " or “ United States Pollan " or “S" refers to lawful money of the United 
States of America. 

“ Effective Date " means the date on which the conditions specified in Section 4.01 
are satisfied (or waived in accordance with Section 1 0.02) and the initial Loan is requested to be 
made pursuant to Section 2.02. 

“ Event of Default " has the meaning assigned to such term in Article VII. 

“ Excluded Payments " means (a) any indemnification payments under the 
Operative Documents payable to Persons other than the Flagstaff Administrative Agent, the 
Flagstaff Collateral Agent, the Flagstaff Lenders, the Lender or the Swap Counterparty, (b) that 
portion of the interest payable to the Bonowcr pursuant to the CPS Intercompany Note in excess 
of the interest payable by Borrower under this Agreement, provided that the interest payable 
under this Agreement has actually been paid, (c) interest on the foregoing paid pursuant to the 
terms of the applicable Operative Document as a result of any late payment thereof by the 
applicable obligor, and (d) the principal portion of die Loan. 

“ Excluded Taxes " has the meaning set forth in Section 2.08(a). 

“ Final Debt Collection Date " means the date on which the aggregate outstanding 
principal amount of the Loan shall have been paid in full by the Borrower together with all 
interest accrued thereon, and the Borrower shall have paid in hill all Supplemental Costs and 
other amounts payable by the Borrower under this Agreement (but excluding contingent 
obligations not yet due and payable) accrued through the date of such payment of such principal 
and interest. 


“ Flagstaff * means Flagstaff Capital Corporation, a Delaware corporation. 
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" Flagstaff Administrative Agent " means the administrative agent under the 
Flagstaff Credit Agreement. 

“ Flagstaff Collateral Agent " means the collateral agent under the Flagstaff Credit 

Agreement. 

“ Flagstaff Credit Agreement " means the Credit Agreement, dated as of the 
Closing Date, among Flagstaff Capital Corporation, as borrower, the Flagstaff Administrative 
Agent, the Flagstaff Collateral Agent, and the lenders named therein. 

“ Flagstaff Lenders ” means the "Lenders” under and as defined in the Flagstaff 
Credit Agreement. 

“ Flagstaff Loan " means the “Loans” (collectively) as defined in and made 
pursuant to the Flagstaff Credit Agreement. 

“ Indemnified Taxes ” has the meaning set forth in Section 2.08(a). 

“ lndemnitee M has the meaning set forth in Section 10.03(b). 

“ Interest Period ” means the period commencing on the Effective Date and ending 
on the initial Payment Date, and thereafter, each subsequent period commencing on the last day 
of the immediately preceding Interest Period and ending on the next succeeding Payment Date; 
provided , that (i) if any Interest Period would end on a day other than a Business Day. such 
Interest Period shall be extended to the next succeeding Business Day unless such next 
succeeding Business Day would fall in the next calendar month, in which case such Interest 
Penod shall end on the next preceding Business Day and (ii) any Interest Period that commences 
on the last Business Day of a calendar month (or on a day for which there is no numerically 
corresponding day in the last calendar month of such Interest Period) shall end on the last 
Business Day of the last calendar month of such Interest Period. 

“ Lender ” means Flagstaff Capital Corporation, a Delaware corporation. 

•• Loan ” means the loan made by the Lender to the Borrower pursuant to this 

Agreement. 


“ Loan Documents ” means this Agreement, the Note, the Process Agent 
Agreement, the Enron Agreement, the Warrant Agreement, the Put Option Agreement, and the 
Total Return Swap Agreement each in the form delivered to the Administrative Agent on the 
Closing Date, as each such agreement may be amended, supmemenied or otherwise modified 
from time to time as permitted hereby, and all instruments, certifications, or other agreements 
delivered in connection with the foregoing. 

“ Makc-V/hole .Amount ” . means, on the date that any voluntary or involuntary 
prepayment of principal undeT the Note becomes due other than the Maturity Date, an amount 
equai to the sum of (a) the accrued and unpaid interest due on or before the date of any such 
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voluntary or involuntary payment in accordance with the provisions of Section 2.06<a), plus (b) 
the present value of all payments of interest under the Note that would have been payable on 
such principal so prepaid after such date if such voluntary or involuntaiy prepayment of principal 
had been paid on the Maturity Date, rather than on the date of prepayment (using a discount rate 
equal to the rate of interest under the Note), provided that the Make- Whole Amount may in no 
event be less than zero. 

" Material Adverse Effect " means a material adverse effect on (a) the business, 
assets, operations, or condition, financial or otherwise, of the Borrower, (b) the ability of the 
Borrower to perform any of its Obligations under any Loan Document or (c) the rights of or 
benefits available to the Administrative Agent or the Lender under any Loan Document. 

“ Maturity Date " means June 23, 2006, 

“ Maximum Rate " has the meaning set forth in Section 10.12, 

“Note ” means a promissory note of the Borrower payable to the Lender, in 
substantially the form of Exhibit A, evidencing the indebtedness of the Borrower to the Lender 
resulting from the Loan made by the Lender. 

“ Obligation " means, with respect to any Person, any obligation of such Person of 
any kind, including, without limitation, any liability of such Person on any claim, whether or not 
the right of any creditor to payment in respect of such claim is reduced to judgment, liquidated, 
unliquidated, fixed, contingent, matured, disputed, undisputed, legal, equitable, secured or 
unsecured, and whether or not such claim is discharged, stayed or otherwise affected by any 
proceeding referred to in clause (e) of Article VII. Without limiting the generality of the 
foregoing, the Obligations of the Borrower under the Loan Documents include (a) the obligation 
to pay principal, interest, costs, expenses, fees, attorneys' fees and disbursements, indemnities 
and other amounts payable by the Borrower under any Loan Document and (b) the obligation to 
reimburse any amount in respect of any of the foregoing that the Administrative Agent or the 
Lender, in any of such Person’s sole discretion, may elect to pay or advance on behalf of the 
Borrower pursuant to the terms of any Loan Document. 

" Operative Documents " means,' collectively, the Loan Documents, the Flagstaff 
Credit Agreement, the Subscription Agreement, the Subscription Payment Assumption 
Agreement, the CPS Intercompany Note and all other documents, agreements and instruments 
delivered in connection therewith. 

“ Other Taxes " has the meaning set forth in Section 2.081b). 

“ Permitted Liens " has the meaning set forth in Section 6.01. 

“ Process Agent " has the meaning set forth in Section 10.09(b). 

Process A cent Agreement " means a letter dated as of the Closing Date from the 
Process Agent evidencing its obligation to accept service of process pursuant to Section 10.09(b) 
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(or any agreement with any successor Process Agent as provided therein) in the form delivered to 
the Administrative Agent on the Closing Date, as such letter may be amended, supplemented or 
otherwise modified from time to time as permitted hereby. 

" Put Option Agreement ” means the Put Option Agreement dated as of the Closing 
Date between the Lender and Enron. 

" Responsible Officer " means, as to any Person, the chief executive officer, the 
president, the chief financial officer, the treasurer, the assistant treasurer, the secretary, the 
deputy corporate secretary, any assistant secretary or any vice president or other executive officer 
of such Person. Unless otherwise specified, all references to a ‘‘Responsible Officer" herein 
means a Responsible Officer of the Borrower. 

" Subscription Agreement ” means the Share Subscription Agreement dated as of 
the Closing Date between the Borrower and Newman. 

“ Subscription Payment Assumption Agreement " means the Subscription Payment 
Assumption Agreement dated as of the Closing Date among the Borrower, Newman and the 
Lender. 

“ Supplemental Costs " means, without duplication, any and all interest,. fees, costs, 
expenses, indemnities, and other Obligations of the Borrower payable hereunder or under the 
other Loan Documents (including, without limitation, amounts payable under Sections 2.07 or 
2.08 or Section 10.03, Cost of Funds Adjustment Amounts payable under Section 2.06(b), 
interest payable under Section 2.06(c), and all “Supplemental Costs” (as defined in the Flagstaff 
Credit Agreement) payable by Flagstaff pursuant to the Flagstaff Credit Agreement, expenses 
and similar items and amounts that are required to be paid by (or any Obligation to pay that has 
been incurred by) the Borrower under the Loan Documents) other than (a) interest payable 
pursuant to Section 2.06(a), (b) the principal amount of the Loan, and (c) any Make- Whole 
Amount payable hereunder. 

“ Tangible Net Worth " means, as of any date of determination thereof, the net 
worth of the Borrower, as determined in accordance with GAAP without giving effect to any 
increase or decrease in net worth as a result of accumulated other comprehensive income (or 
loss), less the sum of the book value of all 'assets of the Borrower that would be created as 
intangibles under GAAP, including, without limitation, goodwill, research and development 
costs, trademarks, tradenames, copyrights, patents and unamorti 2 ed debt discount expenses. 

" Total Return Swap Agreement " means the ISDA Master Agreement, and 
schedule and confirmation thereto, dated as of the Closing Date between Enron and the Lender. 

" Transactions " means the execution, delivery and performance by the Borrower of 
this Agreement and the other Loan Documents. 

" Warrant " means the warrant issued pursuant to the Warrant Agreement. 
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•‘ Warrant Agreement " means the Warrant Agreement dated as of the Closing Date 
between the Borrower and the Lender. 

SECTION 1 .02 Computation of Time Periods . In this Agreement in the 
computation of periods of time from a specified date to a later specified date, the word “from” 
means “from and including" and the words "to” and “until” each means “to but excluding”. 
Unless otherwise indicated, all references to a particular time are references to New York City 

time. 


SECTION 1 .03 Terms Generally . The definitions of terms herein shall 
apply equally to the singular and plural forms of the terms defined. Whenever the context may 
require, any pronoun shall include the corresponding masculine, feminine and neuter forms. The 
words “include", "includes" and “including” shall be deemed to be followed by the phrase 
"without limitation". The word “will" shall be construed to have the same meaning and effect as 
the word "shall”. Unless the context requires otherwise (a) any definition of or reference to any 
agreement, instrument or other document herein shall be construed as referring to such 
agreement, instrument or other document as from time to time amended, supplemented or 
otherwise modified (subject to any restrictions on such amendments, supplements or 
modifications set forth herein), (b) any reference herein to any Person shall be construed to 
include such Person’s successors and assigns, (c) the words “herein”, “hereof and "hereunder”, 
and words of similar import, shall be construed to refer to this Agreement in its entirety and not 
to any particular provision hereof, (d) all references herein to Articles, Sections, Exhibits and 
Schedules shall be construed to refer to Articles and Sections of, and Exhibits and Schedules to, 
this Agreement and (e) the words “asset” and "property” shall be construed to have the same 
meaning and effect and to refer to any and all tangible and intangible assets and properties, 
including cash, securities, accounts and contract rights. 

SECTION 1 .04 Accounting Terms; GAAP . Except as otherwise expressly 
provided herein, all terms of an accounting or financial nature shall be construed in accordance 
with GAAP, as in effect from time to time; provided that, if the Borrower notifies the 
Administrative Agent that the Borrower requests an amendment to any provision hereof to 
eliminate the effect of any change occurring after the date hereof in GAAP or in the application 
thereof oh the operation of such provision (or if the Administrative Agent notifies the Borrower 
that the Lender requests an amendment to any provision hereof for such purpose), regardless of 
whether any such notice is given before or after such change in GAAP or in the application 
thereof, then such provision shall be interpreted on the basis of GAAP as in effect and applied 
immediately before such change shall have become effective until such notice shall have been 
withdrawn or such provision amended in accordance herewith. 

ARTICLE II 

The Credits 

SECTION 2.01 Loans . Subject to the terms and conditions set forth herein, 
the Lender agrees to make on the Effective Date a Loan to the Borrower in an aggregate amount 
not to exceed the Lender’s Commitment. Any portion of the Lender’s Commitment not utilized 
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on the Effective Date shall be permanently cancelled. Any portion of the Loan that is repaid or 
prepaid may not be reborrowed. Unless the Loan has been made on or before July 31, 2001, the 
Commitment shall terminate in full on such date. 

SECTION 2.02 Requests for a Borrowing . To request the Borrowing, the 
Borrower shall notify the Administrative Agent of such request by delivery to the Administrative 
Agent of a written Borrowing Request not later than 1 1 :00 a.m.. New York City time, three 
Business Days before the Effective Date. Such Borrowing Request shall be irrevocable and shall 
be in a form approved by the Administrative Agent and signed by the Borrower. Each such 
written Borrowing Request shall specify the following information: 

(a) the aggregate amount of the requested Borrowing; 

(b) the Effective Date, which shall be a Business Day; and 

(c) the location and number of the Borrower’s account to which funds are to 

be disbursed. 

Promptly following receipt of the Borrowing Request in accordance with this Section, the 
Administrative Agent shall advise the Lender of the details thereof and of the amount of the 
Lender's Loan to be made as part of the requested Borrowing. 

SECTION 2.03 Funding of Borrowings . The Lender shall make the Loan 
to be made by it hereunder on the Effective Date by wire transfer of immediately available funds, 
to an account of the Borrower maintained with the Administrative Agent in New York City and 
designated by the Borrower in the Borrowing Request 

SECTION 2.04 Repayment of Loans; Evidence of Debt (a) The Borrower 
hereby unconditionally promises to pay to the Administrative Agent for the account of the 
Lender on the Maturity Date the principal amount of the Loan that remains outstanding on such 
date. 

(b) The Administrative Agent shall maintain accounts in which it shall record 
(i) the amount of the Loan made hereunder, (ii) the amount of any principal or interest due and 
payable or to become due and payable from the Borrower to the Lender hereunder and (iii) the 
amount of any sum received by the Administrative Agent hereunder for the account of the 
Lender. 

(c) The entries made in the accounts maintained pursuant to paragraph (b) of 
this Section shall be pnma facie evidence of the existence and amounts of the obligations 
recorded therein absent manifest error, provided that the failure of the Lender or the 
Administrative Agent to maintain such accounts or any error therein shall not in any manner 
affect the obligation of the Borrower to repay the Loan in accordance with the terms of this 
Agreement. 
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(d) The Loan made hereunder shall be evidenced by the Note. The Borrower 
shall prepare, execute and deliver to the Lender the Note. 

SECTION 2.05 Prepayment of Loans . 

(a) The Borrower may upon at least three Business Days’ notice to the 
Administrative Agent stating the proposed date, and if such notice is given the Borrower shall, 
prepay in hill the entire outstanding principal amount (and not less) of the aggregate Loan, 
together with (i) the Make-Whole Amount, and (ii) all other Supplemental Costs. 

(b) Upon receipt of notice of any prepayment, the Administrative Agent shall 
notify the Borrower of the Make- Whole Amount and any other Supplemental Costs to be paid in 
connection therewith. 

SECTION 2.06 Interest , (a) The Loan shall bear interest at a rate equal to 
6.12% per annum, payable on each Payment Date; provided, however, that notwithstanding the 
foregoing, if the Borrower pays the Make- Whole Amount to the Lender, the Loan shall cease to 
accrue interest. 


(b) Upon demand by the Administrative Agent, the Borrower shall, on each 
applicable Payment Date, pay the Cost of Funds Adjustment Amount, if any, for such Payment ' 
Date. 

(c) Notwithstanding the foregoing, if any interest on any Loan or any fee or 
other amount (other than principal) payable by the Borrower hereunder is not paid when due, 
whether at stated maturity, upon acceleration or otherwise, such overdue amount shall bear 
interest, from the date on which such amount is due until such amount is paid in full, at a rate per 
annum equal to the sum of 2% per annum plus the interest rate per annum set forth in Section 
2.06(a) applicable to the Loan. 

(d) Accrued interest on the Loan shall be payable in arrears on each Payment 

Date for the Loan and on the earlier of (i) the Maturity Date and (ii) the payment of the Make- 
Whole Amount. i 

(e) All computations of interest and fees hereunder shall be made on the basis 
of a year of 360 days and shall be payable for the actual number of days (including the first day 
but excluding the last day) elapsed. Each determination by the Administrative Agent of an 
interest rate hereunder shall be conclusive and binding for all purposes, absent manifest error. 
For the purposes of this Agreement, whenever interest tc oe paic nercur.der is to be calculated an 
the basis of a year having a number of days other than the actual number of days in the relevant 
year, the yearly rate of interest to which the rate determined pursuant to such calculation is 
equivalent is the rate so determined multiplied by a fraction the numerator of which is the actual 
number of days in the year in which the same is to be ascertained and the denominator of which 
is the number of days deemed by the Agreement to be in such year. The foregoing sentence is 
fordisclosure purpose only and will not otherwise affect the terms of this Agreement or the Note 
as set forth r.crein or therein. Tc the extent the interest Act (Canada) is deemed applicable to this 
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Agreement and the Note, all interest that accrues under this Agreement or the Note will be 
calculated using the nominal rate method and not the effective rate method and the deemed 
reinvestment pnncipie will not apply to such calculations. 

(f) Subject to Section 2.08, to the extent the Borrower has paid or is obligated 
to pay any amount hereunder at a time that would result in interest payable under the Loan being 
ineligible for the exemption from withholding tax provided in Section 2I2(!)(bXvii) of the 
Income Tax Act (Canada) by reason of the Borrower being obligated to pay principal, within the 
meaning of such provision, earlier than that which would not cause such withholding tax 
exemption not to apply, then, to the extent such amount has been paid, such amount shall be 
deemed not to have been paid and shall be deemed to have been advanced by the Borrower to the 
Lender, and, to the extent such amount has not yet been paid, the Borrower will be obligated to 
advance such amount to the Lender (collectively, the “ Advance **). The Advance shall bear 
interest at any time at a rate identical to the applicable interest rate in respect of the Loan at that 
time. The recourse of the Borrower in respect of the Advance shall be limited to amounts owing 
by the Borrower to the Lender pursuant to the Loan and that, but for this provision, would be or 
would be considered to have been paid by the Borrower, and the Borrower shall have no recourse 
of any nature whatsoever against any other assets of the Lender. The Lender shall have the right 
to set off the Advance against amounts owing pursuant to the Loan. 

SECTION 2.07 Increased Costs; Capital Adequacy, Etc , (a) If, due to 
either (i) the. introduction of or any change in or in the interpretation of any law or regulation by 
any governmental authority, central bank or comparable agency charged with the interpretation 
or administration thereof or (ii) the compliance with any guideline or request from any 
governmental authority, central bank or comparable agency (whether or not having the force of 
law), there shall be any increase in the cost to the Lender of agreeing to make or making, funding 
or maintaining the Loan (other than increased costs described in Section 2.07(b) and other than, 
in respect of payments to be made to the Lender or the Administrative Agent, any such increased 
costs resulting from taxes, levies, imposts, deductions, charges or withholdings, and all liabilities 
with respect thereto (as to which Section 2.08 shall govern)), then the Borrower shall from time 
to time, upon demand by the Lender (with a copy of such demand to the Administrative Agent), 
pay to the Administrative Agent for the account of the Lender additional amounts sufficient to 
compensate the Lender for such increased cost. 

(b) If the Lender shall have determined that, after the date hereof, the adoption 
of any applicable law, rule or regulation regarding capital adequacy, or any change therein, or 
any change in the interpretation or administration thereof by any governmental authority, central 
bank or comparable agency charged with the interpretation or administration thereof, or 
compliance by the Lender (or its lending office) with any request or directive regarding capital 
adequacy (whether or not having the force of law) of any such authority, central bank or 
comparable agency (except to the extent such request or directive arises as a result of the 
individual creditworthiness of the Lender), has the effect of increasing the amount of capital 
required or expected to be maintained as a result of its Commitment hereunder, the Lender shall 
have the right to give prompt written notice and demand for payment thereof to the Borrower 
with a copy to the Administrative Agent (wmch notice and demand shall show in reasonable 
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detail the calculation of such additional amounts as shall be required to compensate the Lender 
for the increased cost to the Lender as a result of such increase in capita] and shall certify that 
such costs are generally being charged by the Lender to other similarly situated borrowers under 
similar credit facilities), although the failure to give any such notice shall not, unless such notice 
fails to set forth the information required above, release or diminish any of the Borrower’s 
obligations to pay additional amounts pursuant to Section this 2.07(b), the Borrower shall pay 
such additional amounts. 

(c) The Lender shall use its best efforts (consistent with its internal policies 
and legal and regulatory restrictions) to select a jurisdiction for its lending office or change the 
jurisdiction of its lending office, as the case may be, so as to avoid the imposition of any 
increased costs under this Section 2.07 or to eliminate the amount of any such increased cost 
which may thereafter accrue; provided that no such selection or change of the jurisdiction for its 
lending office shall be made if, in the reasonable judgment of the Lender, such selection or 
change would be disadvantageous to the Lender. 

(d) The Lender shall not be entitled to recover increased costs pursuant to 
Section 2.07, (i) incurred or accruing more than 90 days prior to the date on which the Lender 
sent to the Borrower a written notice and demand for payment as specified in this Section 2.07, 
or (ii) to the extent that such increased costs have resulted from the failure of the Lender to have 
complied with Section 2.07(c). 

SECTION 2.08 Taxes 

(a) (i) Any and all payments or crediting of amounts by the Borrower 

hereunder or under any other agreement relevant to the payment or crediting of amounts 
hereunder to each Indemnitee shall be made, in accordance with Section 2.09, free and 
clear of and without deduction for all Indemnified Taxes. “ Indemnified Taxes ” shall 
mean any and all present or future taxes, levies, imposts, deductions, charges or 
withholdings, and all liabilities with respect thereto, other than Excluded Taxes. 
“ Excluded Taxes ” shall mean, in respect of payments to the Lender or the Administrative 
Agent, (A) all taxes imposed on its net income (and capital and franchise taxes imposed 
on it in lieu thereof or otherwise applicable as of the date hereof) by the United States or 
by any state or foreign jurisdiction under the laws of which the Lender or the 
Administrative Agent is organized, domiciled, resident or doing business or any political 
subdivision thereof or by any jurisdiction in which such Indemnitee holds any interest in 
connection with this Agreement (including, without limitation, in the case of the Lender, 
me jurisdiction cf me Lender’s lending office) or any political subdivision thereof, to the 
extent such taxes arise by reason of such organization, domicile, residence, doing 
business or holding an interest (other than any net income taxes imposed by any 
jurisdiction with which the Indemnitee’s connection arises solely from having executed, 
delivered or performed obligations or received a payment under, or enforced, this 
Agreement other than to the extent that such net income taxes would be applicable, on the 
date hereof, to a payment to be made to the Lender or the Administrative Agent) and (B) 
any taxes imposed by the United States by means of withholding at source if and to the 
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extent that such taxes shall be in effect and shall be applicable, on the date hereof, to 
payment to be made to the Lender or the Administrative Agent. If the Borrower shall be 
required by law to deduct any taxes from or in respect of any sum payable hereunder to 
any Indemnitee, (1) the sum payable shall be increased as may be necessary so that after 
making all required deductions in respect of Indemnified Taxes (including deductions 
applicable to additional sums payable under this Section 2.08) such Indemnitee receives 
an amount equal to the sum it would have received had no such deductions been made, 
(2) the Borrower shall make or cause to be made such deductions and (3) the Borrower 
shall pay or cause to be paid the full amount deducted to the relevant taxation authority or 
other authority in accordance with applicable law. For greater certainty, any taxes under 
Division D of Part 1 and Part XIII of the Income Tax Act (Canada) and corresponding 
provisions of applicable provincial income tax legislation (other than net income taxes 
from, or from dispositions of property used in, carrying on business in Canada for 
purposes of the Income Tax Act (Canada)) shall not be considered taxes by reason of 
holding an interest in Canada. 

(ii) If, upon filing of documentation prescribed by applicable law, any 
Indemnitee is entitled to an exemption from or reduction of United States withholding tax 
with respect to payments under this Agreement that would otherwise be subject to United 
States withholding tax or United States withholding tax at an increased rate, then, upon 
written request by the Borrower, such Indemnitee shall deliver to the Borrower (with a 
copy to the Administrative Agent), at the time or times prescribed by applicable law, such 
properly completed and executed documentation prescribed by applicable law as will 
permit such payments to be made without withholding or at a reduced rate. If any such 
Indemnitee fails to meet its obligation under this subsection (ii), the Borrower shall not be 
required to pay to such Indemnitee any additional amount relating to United States 
withholding tax (and shall be relieved of any liability with respect thereto) pursuant to 
Section 2.08(a)(i) and 2.08(c) that would not have been payable but for such failure. 

(iii) If payment required pursuant to Section 2.08(a)(i) is paid by the 
Borrower for the benefit of the Lender and the Lender determines in its reasonable, good 
faith discretion that it has received or been granted (and has derived full or partial use and 
benefit from) a credit against, a remission for, or a refund or a repayment of, any 
Indemnified Tax. then, if and to the extent that the Lender determines in its reasonable, 
good faith discretion that such credit, remission, refund or repayment is in respect of or 
calculated with reference to the deduction or withholding giving rise to the gross*up 
payment made pursuant to Section 2.08(aKi). the Lender shall, to the extent that it 
determines in its reasonable, good faith discretion that it can do so without prejudice to 
the retention of the amount of such credit, remission, refund or repayment, pay to the 
Borrower such amount in respect of such credit, remission, refund or repayment as the 
Lender in its reasonable, good faith discretion shall have concluded to be attributable to 
such deduction or withholding (and which will leave the Lender in no better or worse 
position, after such payment, than it would have been in had no such deduction or 
withholding been required); provided that the Lender shall not be required to make any 
payment under this Section 2.08{aXiii) until the Lender m us reasonable, good faith 
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discretion is satisfied that its tart affairs for its tax year in respect of which such credit, 
remission, refund or repayment was received have been finally settled to the satisfaction 
of the appropriate tax authorities. Any such payment to the Borrower shall be conclusive 
evidence of the amount due to the Borrower and shall be accepted in full and final 
settlement of the right of reimbursement hereunder, absent manifest error. Nothing 
herein contained shall require the Lender to disclose any information relating to its tax 
affairs (or any computations in respect thereof) or interfere with the right of the Lender to 
arrange its tax affairs in whatever manner it thinks fit; provided , however , that the Lender 
shall use reasonable, good faith efforts (consistent with legal and regulatory restrictions) 
to obtain any such benefit to which it may be entitled. The Lender shall be under no 
obligation to do anything that would prejudice its ability to benefit from any other credit, 
remission, refund, repayment or benefit to which it may be entitled. 

(b) In addition, the Borrower agrees to pay all Other Taxes that arise from any 
payment made or crediting of amounts hereunder or under any other agreement relevant to the 
payment or crediting of amounts hereunder or from the execution, delivery or performance of, or 
otherwise with respect to, any such agreement “ Other Taxes " shall mean any present or future 
transfer, ad valorem, registration, title, licensing, stamp or documentary taxes or any other excise 
or property taxes, charges or similar levies, and all liabilities with respect thereto. 

(c) The Borrower, to the fullest extent permitted by law, will indemnify each 
Indemnitee on an after-tax basis for the full amount of Indemnified Taxes or Other Taxes 
(including, without limitation. Indemnified Taxes or Other Taxes imposed by any jurisdiction on 
amounts payable under this Section 2.08) paid by such Indemnitee, and any liability (including 
penalties, interest and expenses) arising therefrom or with respect thereto, that arise from any 
payment made or crediting of amounts hereunder or under any other agreement relevant to the 
payment or crediting of amounts hereunder or from the execution, delivery or performance of, or 
otherwise with respect to, any such agreement, except as a result of the gross negligence (which 
shall in any event include the failure of such Indemnitee to provide to the Borrower any form or 
certificate that it was required to provide pursuant to subsection (aXii) above) or willful 
misconduct of such Indemnitee, whether or not such Indemnified Taxes or Other Taxes were 
correctly or legally asserted. This indemnification shall be made within 30 days from the date 
such Indemnitee makes wrinen demand therefore. Except to the extent that it would be 
duplicative of tax indemnities in other Operative Documents, references in this Section 2.08(c) to 
the Lender and to this Agreement shall include the "Lenders” under the Flagstaff Credit 
Agreement and the Flagstaff Credit Agreement, respectively. 

(d) Without prejudice to the survival of any other agreement of the Borrower 
or the Lender hereunder, the agreements and obligations of the Borrower and each Indemnitee 
contained in this Section 2.08 shall survive the payment in full of pnncipal of and interest on the 
Loan made hereunder. 

SECTION 2.09 Payments Generally , (a) The Borrower shall make each 
payment required to be made by it hereunder (whether of principal, interest or fees, or of 
amounts payable under Section 2.02 or 2.08, or otherwise) pnor to 1 1:00 a.m„ New York City 
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time, on the date when due. in immediately available funds. Any amounts received after such 
time on any date may. in the discretion of the Administrative Agent, be deemed to have been 
received on the next succeeding Business Day for purposes of calculating interest thereon. All 
such payments (other than Excluded Payments) shall be made to the Administrative Agent at its 
offices at 270 Park Avenue, New York, New York. The Administrative Agent shall distribute 
any such payments received by it for the account of any other Person to the appropriate recipient 
promptly following receipt thereof. If any payment hereunder shall be due on a day that is not a 
Business Day. the date for payment shall be extended to the next succeeding Business Day 
(provided, however, that if such extension would cause payment of interest on or principal of 
Loans to be made in the next following calendar month, such payment shall be made on the next 
preceding Business Day), and, in the case of any payment accruing interest, interest thereon shall 
be payable for the period of such extension. All payments hereunder shall be made in dollars. 

.(b) Unless the Administrative Agent shall have received notice from the 
Borrower prior to the date on which any payment is due to the Administrative Agent for the 
account of the Lender hereunder that the Borrower will not make such payment in full, the 
Administrative Agent may assume that the Borrower has made such payment on such date in full 
in accordance herewith and may, in reliance upon such assumption, distribute to the Lender on 
such due date an amount equal to the amount due then due to the Lender. In such event, if the 
Borrower has not in fact made such payment, then the Lender agrees to repay to the 
Administrative Agent forthwith on demand the amount so distributed to the Lender with interest 
thereon, for each day from and including the date such amount is distributed to it to but 
excluding the date of payment to the Administrative Agent, at the greater of the Federal Funds 
Effective Rate and a rate determined by the Administrative Agent in accordance with banking 
industry rules on interbank compensation. 

(c) If the Lender shall fail to make any payment required to be made by it 
pursuant to Section 2.03(b) or 2.09(b), then the Administrative Agent may, in its discretion 
(notwithstanding any contrary provision hereof), apply any amounts thereafter received by the 
Administrative Agent for the account of the Lender to satisfy the Lender’s obligations under such 
Sections until all such unsatisfied obligations are fully paid. 

SECTION 2.10 Reimbursement of Supplemental Costs . Upon demand by 
the Administrative Agent, or by (with a copy of such demand to be provided to the 
Administrative Agent) the Flagstaff Collateral Agent, or the Lender, the Borrower shall promptly 
pay to the Administrative Agent any and all Supplemental Costs owing hereunder. Failure or 
delay on the part of the Administrative Agent, the Flagstaff Collateral Agent, or the Lender to 
demand compensation for Supplemental Costs pursuant to this Section 2.10 shall not constitute a 
w aiver of any such agent's or Lender's right to demand such Supplemental Costs. 

SECTION 2. 1 1 Certificate of the Lender . Without limitation to the 
requirements of Section 2.07(c), if the Lender demands or gives notice of Supplemental Costs 
due to the Lender under this Article II, the Lender shall, as part of each demand or notice for 
payment required under this Article II, deliver to the Borrower (with a copy to the Administrative 
Agent) a certificate sening forth m reasonable detail the amount and basis of the Supplemental 
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Costs payable to the Lender hereunder and such certificate shall be conclusive and binding on the 
Borrower, absent manifest error. 

SECTION 2.12 Payments to the Operating Account . Any payments to be 
made by the Borrower hereunder (other than Excluded Payments) shall be made to the Operating 
Account. Payment to the Operating Account shall constitute payment to the Administrative 
Agent or the Lender, as applicable. 

SECTION 2.13 Currency of Payment (a) All payments of principal, 
interest, fees, and Make- Whole Amount by Borrower under this Agreement and the other Loan 
Documents shall be made in United States Dollars. 

(b) Any expenses or other Supplemental Costs required to be reimbursed or 
indemnified by the Borrower pursuant to this Agreement or any other Loan Document, if 
incurred in Canadian Dollars, will be paid by the Borrower in Canadian Dollars, and if incurred 
in United States Dollars, will be paid by the Borrower in United States Dollars. 

ARTICLE III 

Representations and Warranties 

The Borrower represents and warrants to the Lender on the Effective Date that: 

SECTION 3.01 Organization: Powers . The Borrower (a) has been duly 
formed and is validly existing and in good standing as an unlimited liability company under the 
Nova Scotia Companies Act with all requisite company power and authority under its 
Constituent Documents to execute, deliver and perform its obligations under this Agreement, 
each other Operative Document to which it is a party and to conduct its business as described in 
its Constituent Documents, and (b) is duly qualified and is authorized to do business and is in 
good standing in each other jurisdiction in which the conduct of its business requires it to be so 
qualified or authorized except where the failure to be so qualified or authorized is not reasonably 
likely to have a Material Adverse Effect. 

SECTION 3.02 Authorization: Enforceability . 

(a) The execution, delivery and performance by the Borrower of this 
Agreement, each other Operative Document to which it is a party, and the transactions 
contemplated thereby, are within the Borrower's corporate powers, have been duly authorized by 
all necessary corporate action of the Borrower, and do not (i) contravene, violate, breach or 
constitute a default under, the Borrower's Constituent Documents, tii) violate any law (including, 
without limitation, the Securities Exchange Act of 1934, as amended), rule, regulation 
(including, without limitation. Regulations T, U or X of the Board), order, writ, judgment, 
injunction, decree, determination award, license, permit or consent of the United States or 
Canada, or any state, territory or province thereof, applicable to it or its assets, (iii) conflict with 
or result in the breach of, or constitute a default under, any Operative Document or (iv) except 
for the Liens created under any Operative Document to which the Borrower is a party, result in 
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or require the creation or imposition of any Lien upon or with respect to any of the properties of 
the Borrower. 


(b) This Agreement has been, and each other Operative Document to which it 
is a party when delivered hereunder will have been, duly executed and delivered by the 
Borrower. This Agreement is, and each other Operative Document to which it is a parry when 
delivered hereunder will be. the legal, valid and binding obligation of the Borrower, enforceable 
against the Borrower in accordance with its terms, except as enforceability may be limited by 
applicable bankruptcy, insolvency, reorganization, moratorium or similar laws relating to or 
limiting creditors’ rights generally or by equitable principles relating to enforceability. 

SECTION 3.03 Consents and Approvals; No Conflicts . No consent of any 
other Person and no authorization or approval or other action by, and no notice to or filing with, 
any Governmental Authority or any other third party is required for (a) the due execution, 
delivery or performance by the Borrower of this Agreement, any other Operative Document to 
which it is a party, or for the consummation of the transactions contemplated thereby, or (b) the 
exercise by the Administrative Agent or the Lender of its respective rights under the Operative 
Documents pursuant hereto except such consents, authorizations, approvals, actions, notices, and 
filings as (i) have been obtained, made, taken or given, are in full force and effect and copies of 
which have been furnished to the Administrative Agent or (ii) are not yet required to be obtained, 
made, taken or given under the terms of the Operative Documents to which the Borrower is a 
party. 


SECTION 3.04 No Activity; No Subsidiaries; Business Activity , (a) Since 
the date of its formation, the Borrower has not engaged in any activity, entered into any 
commitment or incurred any Indebtedness other than that contemplated by its Constituent 
Documents or by the Operative Documents. The Borrower has no obligation to declare or pay 
any Distributions (other than Distributions payable in its own equity) other than pursuant to the 
Operative Documents. 

(b) The Borrower has no Subsidiaries. 

(c) . The Borrower does not own any Securities, other than (he CPS 

Intercompany Note. 

(d) Since the date of its formation, there has been no event with respect to the 
Borrower that has resulted, or that could reasonably be expected to result, in a Material Adverse 
Effect. 


te) The Borrower is a “private issuer" within the meaning of the Securities 

Act (Alberta;. 

( 0 The Borrower is not a non-resident of Canada within the meaning of the 
Income Tax Act (Canada). 
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(g) Interest under this Agreement does not constitute United States source 

income. 

SECTION 3.05 Properties . The Borrower has good title to, or other valid 
interests in. all its real and personal property material to its business, except for minor defects in 
title that do not interfere with its ability to conduct its business as currently conducted or to 
utilize such properties for their intended purposes. 

SECTION 3.06 Litigation . There is (i) no action, suit, litigation or 
proceeding pending or, to the best of the Borrower's knowledge, threatened, and (ii), to the best 
of the Borrower’s knowledge, no investigation pending or threatened, before any court, 
governmental agency or arbitrator that (A) purports to affect the Borrower or, to the best 
knowledge of the Borrower, any of its assets or properties or (B) purports to affect the legality, 
validity or enforceability of this Agreement, any other Loan Document or the consummation of 
the transactions contemplated hereby. 

SECTION 3.07 Compliance with Laws and Agreements . The Borrower is 
in compliance with all laws, regulations and orders of any Governmental Authority applicable to 
it or its property and ail Operative Documents binding upon it or its property, except where the 
failure to do so, individually or in the aggregate, could not reasonably be expected to result in a 
Material Adverse Effect. No Default has occurred and is continuing. 

SECTION 3.08 Investment and Holding Company Status . 

(a) The Borrower is not an “investment company”, or a company “controlled" 
by an “investment company", as such terms are defined in the Investment Company Act of 1940, 
as amended. 


(b) The Borrower is not a “holding company" or a “subsidiary company" of a 
“holding company", or an “affiliate" of a "holding company" or of a "subsidiary company" of a 
“holding company" within the meaning of the Public Utility Holding Company Act of 1935, as 
amended 

SECTION 3.09 Taxes . The Borrower has filed, has caused to be filed or 
has been included in all tax returns (Federal, provincial, state, local and foreign) required to be 
filed by the Borrower and has paid or caused to be paid all taxes due for the periods covered 
thereby, including interest and penalties, other than any filings or payments the failure of which 
;o file or pav would not result in a Material Adverse Effect. 

SECTION 3.10 Disclosure . No report, financial statement or otheT written 
information, exhibit or report furnished by the Borrower to the Lender or the Administrative 
Agent pursuant to the requirements of this Agreement or in connection with the transaction 
contemplated hereby, or in connection with the negotiation of, or compliance with, this 
Agreement contained any material misstatement of fact or omitted to state a material fact 
necessary to make the statements contained therein not misleading. 
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SECTION 3.11 Solvency . As of the date hereof, and upon the closing of 
the transactions contemplated by the Operative Documents (after giving effect to such 
transactions), the Borrower shall (a) have an aggregate fair market value of assets that equals or 
exceeds liabilities (whether contingent, subordinated, unmatured, unliquidated or otherwise), (b) 
have sufficient cash flow to enable it to pay its liabilities as they mature, and (c)not have 
unreasonably small capital to conduct such Person's business. In computing the amount of 
contingent liabilities at any time (for purposes of determining solvency) it is intended that such 
liabilities will be computed at the amount that, in light of all the facts and circumstances existing 
at such time, represents the amount that can reasonably be expected to become an actual matured 
liability. 

SECTION' 3.12 No Other Obligations . The Borrower is not a party to any 
contract, loan agreement, indenture, mongage, deed of trust, lease or other instrument, other than 
those Operative Documents to which the Borrower is a party. 

ARTICLE TV 
Conditions 

SECTION 4.01 Effective Date . The obligation of the Lender to make the 
Loan hereunder shall not become effective until each of the following conditions is satisfied or 
waived: 


(a) Since the Borrower’s formation, nothing shall have occurred that has 
resulted in a Materia! Adverse Effect. 

(b) The Administrative Agent shall have received the following documents, 
each dated as of the Closing Date and duly executed by the respective party or parties thereto, 
and otherwise in form and substance reasonably satisfactory to the Lender and the 
Administrative Agent, and (except for the documents listed in clauses (i), (x), (xiii) and (xviii)) m 
she number of copies necessary to provide the Lender and the Administrative Agent each with 
original counterparts of such documents plus three additional original counterparts: 

(i) the Note; 

(ii) the Enron Agreement; 

(iii) the Warrant Agreement; 

(iv) the Put Option Agreement, 

(v) the Total Rerum Swap Agreement; 

(vi) a favorable opinion of Blake, Cassels & Graydon LLP, counsel to the 
Borrower, in substantially in the form of Exhibit B-l; 

(vii) a favorable opinion of Mclnnes Cooper, counsel to the Borrower, in 
substantially the form of Exhibit B-2; 
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(viii) a favorable opinion of Braceweli & Patterson. L.L.P., counsel to 
Enron, in substantially the form of Exhibit B-3; 

(ix) the Interest Rate Swap Agreement; 

(x) the CPS Intercompany Note; 

(xi) a favorable opinion of James V. Derrick, Jr.. Executive Vice President 
and General Counsel of the Borrower, in substantially the form of Exhibit B-4 hereto; 

(xii) a compliance certificate, in substantially the form of Exhibit C, 
properly executed by a Responsible Officer and dated as of the Effective Date; 

(xiii) a Borrowing Request as required by Section 2.02; 

(xiv) the Subscription Agreement; 

(xv) the Subscription Payment Assumption Agreement; 

(xvi) each other Operative Document; 

(xvi i) the Enron Consent and the Hansen Consent; 

(xviii) with respect to each of CPS, Hansen and Newman, a certificate issued 
by the appropriate Governmental Authority of the jurisdiction of incorporation, 
organization or formation of such Person, certifying that the copies of the currently 
effective certificate of incorporation, certificate of formation or other applicable 
instrument or document evidencing the formation of each such Person, and all 
amendments thereto, are true, correct and complete (dated on, or a recent date prior to the 
Closing Date); and with respect to each of Enron, CPS. Hansen and Newman, a 
certificate issued by the appropriate Governmental Authority, if available, that such 
Person is in good standing and has paid all franchise taxes to the date of such certificate; 

(xix) certificates of each of Enron, CPS, Hansen and Newman, signed on 
behalf of each such Person by a Responsible Officer of each such Person (the statements 
made in which certificate shall be true and correct on and as of the Closing Date), 
certifying as to: 


(A) the absence of any amendments to the Constituent 
Documents of such Person since the date of the respective certificate referred to in 
Section 4.0l(bXxviii); 

(B) a true and correct copy of the Constituent Documents of 
such Person as in effect on the Closing Date; 

(C) the due incorporation or formation and good standing of 
such Person as a corporation, under the laws of the jurisdiction of its organization. 
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and the absence of any proceeding for the dissolution or liquidation of such 
Person; 


(D) that attached thereto is a true and complete copy of 
resolutions duly adopted by the board of directors, executive {or other) committee 
of the board of directors, managing member or manager, as applicable, of such 
Person authorizing the execution, delivery and performance of the Operative 
Documents to which it is or is to be a party; 

(E) in the case of each such Person, that such resolutions have 
not been revoked, annulled or modified in any manner and are in full force and 
effect; and 


(F) in the case of each such Person, the incumbency and 
specimen signature of each Responsible Officer or an authorized representative of 
a managing member, as applicable, of such Person executing the documents 
described in clause (D) above, and a certification of another Responsible Office of 
each such Person as to the signature of the Responsible Officers signing 
certificates referred to in this Section 4.0l(bX*ix)- 

(c) The Lender shall have received the “Loan” under the Flagstaff Credit 
Agreement, and all conditions precedent to the making of such “Loan” set forth in Section 4.01 
of the Flagstaff Credit Agreement have been {or simultaneously with the making of the Loan 
hereunder, will be) satisfied or waived. 

(d) All fees and reasonable out-of-pocket costs and expenses including, 
without limitation, reasonable legal fees and out-of-pocket expenses payable to the Lender or the 
Administrative Agent required to be paid by the Borrower that have been invoiced and are 
payable on or before the Effective Date shall have been paid to the extent due. 

(e) The Administrative Agent and the Lender shall be reasonably satisfied 
with all legal issues including tax and regulatory matters. 

(f) The Administrative Agent shall have received such other approvals, 
opinions or documents as the Administrative Agent or the Lender may reasonably request. 

(g) On. the Effective Date the following statements shall be true (and each of 
the giving of the applicable Borrowing Request and the acceptance by the Borrower of the 
proceeds of the Loan shall constitute a representation and warranty by the Borrower that on the 
Effective Date such statements are rue); 

(i) The representations and warranties of the Borrower contained in each 

Operative Document to which it is a parry are correct in all material respects in each case 
by reference to the facts and circumstances then subsisting on and as of the Effective 
Date, before and immediately after giving effect to such Loan and to the application of 
the proceeds therefrom, as tnough made on and as of such date (except to the extent that 
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such representations and warranties relate solely to an earlier date {in which case such 
representations and warranties shall have been correct in all material respects on and as of 
such earlier date)); 

(ii) No event has occurred and is continuing, or would result from the 
making of such Loan or from the application of the proceeds therefrom, that constitutes 
an Event of Default or a Default; and 

(iii) 100% of the proceeds of the Loan shall be loaned by the Borrower 
pursuant to the CPS Intercompany Note. 

(h) The Lender and the Administrative Agent will have received and reviewed 
a copy, (i) with respect to the fiscal year ended December 2000 of Enron’s annual report which it 
sends to its public security holders, and a copy of Enron’s report on Form lO-K {or any 
comparable form), for such year, which annual report will include Enron’s annual audited 
consolidated financial statements as of the end of and for such year and {ii) unaudited balance 
sheet of the Borrower as of the Effective Date after giving effect to the transactions contemplated 
by the Operative Documents. 

(i) Newman shall have paid to the Lender the full amount owed pursuant to 
Section 2. 1 of the Subscription Payment Assumption Agreement. 

SECTION 4.02 Determinations Under Section 4.01 . For purposes of 
determining compliance with the conditions specified in Section 4.01, the Lender at such time 
shall be deemed to have consented to, approved or accepted or to be satisfied with each 
document or other matter required thereunder to be consented to or approved by or acceptable or 
satisfactory to the Lender unless a Responsible Officer of the Administrative Agent responsible 
for the transactions contemplated by this Agreement shall have received notice from the Lender 
prior to the date specified in the Borrowing Request for the making of the Loan, specifying its 
objection thereto. 


ARTICLE V 
Affirmative Covenants 

Until the Final Debt Collection Date, the Borrower will, at all times, unless consented to in 
writing by the Administrative Agent and the Lender: 

SECTION 5.01 Reporting Requirements . Furnish to the Administrative 

Agent: 

(a) Default Notice . Promptly after a Responsible Officer of the Borrower 
obtains actual knowledge thereof, a notice setting forth details of any Default or Event of Default 
and the action that the Borrower has taken and proposes to take with respect thereto. 

tb) Annual Reports . With respect to each calendar year, as soon as available, 
but not later than 1 20 days after the end of each calendar year, a copy of the audited balance 
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sheet of the Borrower as at the end of such >car and the related audited statement of income, 
stockholders’ equity and cash Hows for such year, setting forth in each case in comparative form 
the figures for the previous year, and accompanied by the opinion of a nationally-recognized 
independent public accounting firm acceptable to the Administrative Agent, which opinion shall 
state that such financial statements present fairly the financial position for the periods indicated 
in conformity with GAAP applied on a basis consistent with prior years. 

(c) Quarterly Reports . As soon as available, but not later than 60 days after 
the end of each of the first three calendar quarters of each calendar year, a copy of the unaudited 
balance sheet of the Borrower as of the end of such quarter and the unaudited related statement of 
income, stockholders' equity and cash flows for the period commencing on the first day and 
ending on the last day of such quarter, and certified by a Responsible Officer of the Borrower as 
fairly presenting, in accordance with GAAP (subject to ordinary, good faith year-end audit 
adjustments and the absence of footnotes), the financial position and the results of operations of 
the Borrower. 


(d) Litigation . Promptly upon a Responsible Officer of the Borrower 
obtaining actual knowledge thereof, notice of all actions, suits, investigations, litigation and 
proceedings before any Governmental Authority affecting the Borrower or any Operative 
Document. 


(e) Other Notices . Promptly upon receipt tnereof, copies of any other notices, 
requests, reports, financial statements and other information and documents received by the 
Borrower under or pursuant to any other Operative Document (other than those issued or sent by 
the Administrative Agent or the Lender) and, from time to time upon request by the 
Administrative Agent (other than those already required to be delivered by the Borrower to the 
Administrative Agent or the Lender), such information and reports required under such other 
Operative Documents as the Administrative Agent may reasonably request. 

(f) Other Information . Such other information respecting the business, 
condition (financial or otherwise), operations, performance, properties or prospects of the 
Borrower m the possession or control of the Borrower promptly after the Administrative Agent’s 
reasonable request in writing therefor. 

SECTION 5.02 Compliance with Laws. Etc . Comply with, and cause its 
properties to be maintained and used in accordance with, all laws, rules, regulations and orders 
applicable to it or its properties, except where the failure to do so could not reasonably be 
expected to have a Material Advene Effect. 

SECTION 5.03 P3vment of Taxes. Etc . Pay and discharge before the same 
shall become delinquent, (a) all taxes, assessments ano governmental charges or levies imposed 
upon it or upon its property and (b) all lawful claims that, if unpaid, might by law become a Lien 
upon its property; provided , however , that the Borrower shall not be required to pay or discharge 
any such tax. assessment, charge or claim (i) that is being contested in good faith and by proper 
proceedings and as to which appropriate reserves are being maintained (in the reasonable 
judgment of the Borrower), unless and until any Lien resulting therefrom attaches to its property 
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and becomes enforceable against its other creditors or (ii) that, if unpaid or undischarged, could 
not reasonably be expected to have a Material Adverse Effect. 

SECTION 5.04 Preservation of Existence, Etc . Preserve and maintain its 
corporate existence, and its material rights (charter and statutory) and authority. 

SECTION 5.05 Inspection Rights . Upon reasonable prior written notice, at 
any reasonable time during normal business hours and not more often than is reasonable under 
the circumstances, permit the Administrative Agent or the Lender or any agents or 
representatives thereof to examine and make copies of and abstracts from the records and books 
of account of the Borrower, provided that the Administrative Agent and the Lender and any such 
agents or representatives shall keep confidential all nonpublic information obtained pursuant to 
the terms of Section 10.1 1. The Borrower shall assume or pay all reasonable costs and expenses 
associated with any such examination, discussion or copying. 

SECTION 5.06 Keeping of Books . Keep complete, proper and separate 
books of record and account, including a record of all costs and expenses incurred, all charges 
made, all credits made and received, and all income derived in connection with the operation of 
the business of the Borrower, all in accordance with GAAP, in each case to the extent necessary 
to enable the Borrower to comply with the periodic reporting requirements of this Agreement, 

SECTION 5.07 Maintenance of Licenses and Permits . Maintain all licenses 
and permits necessary to own its properties and to conduct its activities in accordance with all 
laws, rules, regulations and orders applicable to the Borrower or its properties, except for such 
failures as would not result in a Material Adverse Effect. 

SECTION 5.08 Claims for Supplemental Costs and Make-Whole Amount . 
Upon any Supplemental Cost or Make- Whole Amount becoming due pursuant to the terms 
hereof or otherwise upon demand from the Administrative Agent or the Lender (with a copy to 
the Administrative Agent) for the payment by the Borrower of any Supplemental Cost or Make- 
Whole Amount, make demand on CPS for payment of any such Supplemental Cost or Make- 
Whole Amount, as applicable. 

SECTION 5.09 Tangible Net Worth . The most recent financial statements 
delivered pursuant to Section 5.01(b) or (c) shall reflect a positive Tangible Net Worth. 

ARTICLE VI 
Negative Covenants 

Until the Final Debt Collection Date, the Borrower will not, at any time, unless consented to in 
writing by the Administrative Agent and the Lender: 

SECTION 6.0 1 Liens, Etc . Create, incur, assume or suffer to exist any Lien 
on or with respect to any of its properties of any character whether now owned or hereafter 
acquired, or sign or file, under the UCC or equivalent law of any jurisdiction, a financing 
statement mat names the Borrower as debtor, excluding , however , from the operation nf the 
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foregomg restrictions the following (such exclusions collectively being “ Permitted Liens "): (a) 
bankers' rights of set-off for uncollected items and routine fees and expenses arising in the 
ordinary course of business, (b) Liens for taxes and other governmental charges and assessments 
(and other Liens imposed by law) not yet delinquent or being contested in good faith and by 
proper proceedings and as to which appropriate reserves (in the reasonable judgment of the 
Borrower) are being maintained, unless and until any Lien resulting therefrom attaches to its 
property and becomes enforceable against its other creditors, (c) restrictions on transfers of 
Securities under applicable laws and (d) Liens created by or permitted under any Operative 
Document. 


SECTION 6.02 Indebtedness . Create, incur, assume or suffer to exist, any 
Indebtedness other than (a) Indebtedness arising under the Operative Documents, or (b) 
immaterial Indebtedness incurred in connection with the maintenance of the existence of the 
Borrower and in the ordinary course of its activities permitted under this Agreement. 

SECTION 6.03 Mergers, Etc . Enter into amalgamation, continuance, 
arrangement, reconstruction or any transaction of consolidation or merger with or into any other 
Person or wind up, liquidate or dissolve its affairs or take any act, step or proceeding in 
furtherance of the foregoing. 

SECTION 6.04 Sales, Etc., of Assets . Enter into any partnership, joint * 
venture or sale-leaseback transaction, or purchase or otherwise acquire (in one or a scries of 
related transactions) all or any portion of the property or assets of any Person or make any 
expenditures (by long term or operating lease) or otherwise for capital assets (either real or 
personal property) or sell, lease, transfer, exchange, assign (by operation of law or otherwise) or 
otherwise dispose of, or grant any option with respect to, directly or indirectly (or agree to any 
of the foregoing at any future time), all or any material portion of its property or assets, except as 
permitted under any other provision of this Agreement or any other Operative Document. 

SECTION 6.05 Investments in Other Persons . Make or hold any 
Investment in any Person other than as contemplated by the Operative Documents. 

SECTION 6.06 Amendment, Etc., of Operative Documents . Cancel or 
terminate any Operative Document or consent to or accept any cancellation or termination 
thereof, amend, modify or change in any manner any term or condition of any Operative 
Document or give any consent, waiver or approval thereunder, waive any default under or any 
breach of any term or condition of any Operative Document, or agree in any manner to any other 
amendment, modification or change of any term or condition of any Operative Document, other 
than (i) any amendment, supplement, cancellation, termination, consent, approval, waiver or 
modification consented to or waived as provided in Section 10.02 hereof or (ti) any such 
amendment, supplement, consent, approval, change, waiver or modification that is ministerial or 
immaterial or non-substantive in nature, not adverse to the Lender and has been consented to by 
the Administrative Agent. 
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SECTION 6.07 Negative Pledge . Enter into or suffer to exist any 
agreement prohibiting or conditioning the creation or assumption of any Lien upon any of its 
property or assets other than (a) any such agreement in favor of the Administrative Agent or the 
Lender and (b) as provided in Operative Documents. 

SECTION 6.08 Subsidiaries . Establish, create, acquire or permit to exist 
any Subsidiary. 

SECTION 6.09 Nature of Activities . Engage in any activity other than the 
management and protection of its rights under the Operative Documents to which it is a party and 
such other activities as are incidentally related thereto or as otherwise required or expressly 
contemplated in the Operative Documents to which it is a party. 

SECTION 6.10 Distributions: Securities . (a) Declare or pay any 
Distributions, (b) call for redemption, redeem, purchase, acquire or otherwise pay-off or retire for 
value any Securities or set aside or otherwise segregate any amounts for such purpose, (c) except 
as provided in the Operative Documents, create, allot or issue any additional Securities, or (d) 
make any payment or distribution out of any stated capital account of the Borrower or any 
reduction of any stated capital account of the Borrower in respect of any of its Securities or any 
similar payment, distribution or reduction in the stated capital of the Borrower, or, in each case in 
this Section 6.10, enter into any agreement or obligation with respect to the foregoing other than 
as provided in the Operative Documents. 

SECTION 6.1 1 Affiliate Transactions . Enter into any transaction or scries * 
of related transactions, with any of its Affiliates or Enron or any of its Affiliates, other than the 
transactions contemplated by the Operative Documents to which it is a party. 

SECTION 6.12 Bankruptcy . Commence voluntary proceedings for 
dissolution, liquidation or winding-up, or under the Companies Creditors Arrangement Act 
(Canada), the Bankruptcy and Insolvency Act (Canada), the Winding-up Act (Canada), or any 
other bankruptcy, insolvency or similar law now or hereafter in effect, or consent to the entry of 
an order in an involuntary proceeding under any such law, or give consent to the appointment or 
taking possession by a receiver, liquidator, assignee, custodian, trustee, sequestrator or similar 
official of the Borrower or for any substantial part of its assets, or make any general assignment 
for the benefit of creditors, or fail generally to pay its debts as such debts become due, or take 
any action in furtherance of any of the foregoing. 

SECTION 6.13 Prepayments . Accept any prepayment of the principal of 
the note issued by CPS under the CPS Intercompany Note, unless substantially 
contemporaneously therewith. Borrower prepays the entire amount of the Obligations of 
Borrower hereunder. 

Anything herein to the contrary notwithstanding, the parties hereto agree that the execution, 
delivery and performance of the Operative Documents will not contravene the provisions of this 
.Article VI. 
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ARTICLE VII 
Events of Default 

If any of the following events (“ Events of Default ”) shall occur 

(a) the Borrower shall fail to pay (i) any principal on the Loans when the same 
becomes due and payable, (ii) any interest on the Loans or Cost of Funds Adjustment Amount 
for more than five days after the same becomes due and payable, or (iii) or any other amount 
payable by it under this Agreement or under any other Loan Document for more than 1 5 days 
after the same becomes due and payable; 

(b) any written representation or warranty made or deemed made by the 
Borrower under or in connection with any Loan Document or any other certificate or report made 
by or on behalf of the Borrower hereunder shall prove to have been incorrect in any material 
respect when made or deemed made and such materiality is continuing; 

(c) the Borrower shall fail to perform or observe any term, covenant or 
agreement contained in Section 5.01(a), (d) or (e) or Article VI; 

(d) the Borrower shall fail to perform any other term, covenant or agreement 
contained in any Loan Document on its part to be performed or observed if such failure shall 
remain unremedied for thirty days after written notice thereof shall have been given to the 
Borrower by the Administrative Agent or the Lender, 

(e) the Borrower or Newman shall generally mot pay its debts as such debts 
become due, or shall admit in writing its inability to pay its debts generally, or shall make a 
general assignment for the benefit of creditors; or any proceeding shall be instituted by or against 
the Borrower seeking to adjudicate it a bankrupt or insolvent, or seeking liquidation, winding up, 
reorganization, arrangement, adjustment, protection, relief, or composition of it or its debts under 
any law relating to bankruptcy, insolvency or reorganization or relief of debtors, or seeking the 
entry of an order for relief or the appointment of a receiver, trustee, or other similar official for it 
or for any substantial part of its property and, in the case of any such proceeding instituted 
against it (but not instituted by it) that is being diligently contested by it in good faith, either such 
proceeding shall remain undismissed or unstayed for a period of 60 days or any of the actions 
sought in such proceeding (including, without limitation, the entry of an order for relief against, 
or the appointment of a receiver, trustee, custodian or other similar official for, it or any 
substantial part of its property) shall occur; or the Borrower shall take any action to authorize any 
of the actions set forth above in this subsection (e); 

(f) any judgment or order for the payment of money m excess of S50,000 (or 
the equivalent in any foreign currency) shall be rendered against the Borrower and either (i) 
enforcement proceedings shall have been commenced by any creditor upon such judgment or 
order and such proceedings shall not have been stayed within 30 days or (ii) there shall be any 
penod of 30 consecutive days during which a stay of enforcement of such judgment or order, by 
reason of a pending appeal or otherwise, shall not be in effect; 
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(g) the Borrower shall for any reason dissolve or its directors or its 
stockholders) shall have consented to the dissolution of die Borrower, 

(h) any material provision of any Operative Document at any time after its 
execution and delivery shall cease, in any material respect, to be in full force and effect in any 
material respect, or its validity or enforceability shall be contested by the Borrower, any other 
Designated Party or Enron, or the Borrower, any other Designated Party or Enron shall deny that 
it has any further liability or obligations under any Operative Document to which it is a party; 

(i) an Enron Event shall have occurred and be continuing; or 

(j) CPS shall fail for any reason to comply with any obligation under the CPS 
Intercompany Note; 

then, ( 1 ) and in every such event (other than an event with respect to the Borrower described in 
clause (2) below), and at any time thereafter during the continuance of such event, the 
Administrative Agent may, and at the request of the Lender shall, by notice to the Borrower, 
declare the Loam then outstanding, accrued interest thereon. Supplemental Costs, the Make- 
Whole Amount and all fees and other Obligations of the Borrower accrued hereunder to be due 
and payable in whole (or in part, in which case any principal not so declared to be due and 
payable may thereafter be declared to be due and payable), and thereupon the principal of the 
Loans so declared to be due and payable, together with accrued interest thereon. Supplemental 
Cost s, the Make- Whole Amount and all fees and other Obligations of the Borrower accrued 
hereunder, shall become and be forthwith due and payable immediately, without presentment, 
demand, protest or other notice of any kind, all of which are hereby waived by the Borrower; and 
(2) in case of any event with respect to the Borrower described in clause (e) of this Article or in 
the event of an actual or deemed entry of an order for relief with respect to the Borrower under 
the United States Bankruptcy Code as then in effect, or in the event that the Borrower is 
adjudicated bankrupt under the Bankruptcy and Insolvency Act (Canada), the principal of the 
Loan then outstanding, together with accrued interest thereon and all fees. Supplemental Costs, 
the Make- Whole Amount and other Obligations of the Borrower hereunder, shall automatically 
become due and payable, without presentment, demand, protest or other notice of any kind, all of 
which are hereby waived by the Borrower. The Administrative Agent and the Lender shall have, 
in addition to all other rights and remedies under this Agreement or otherwise, all other rights 
and remedies provided under applicable laws, which rights shall be cumulative. 

ARTICLE VIII 
The Administrative Agent 

The Lender hereby irrevocably appoints Chase as Administrative Agent and 
authorizes the Administrative Agent to take such actions on its behalf and to exercise such 
powers as are delegated to the Administrative Agent by the terms hereof, together with such 
actions and powers as are reasonably incidental thereto. 
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The bank serving as the Administrative Agent and its Affiliates may accept 
deposits from, lend money to and generally engage in any kind of business with the Borrower or 
other Affiliate thereof as if it were not the Administrative Agent. 

The Administrative Agent shall not have any duties or obligations except those 

expressly set forth haem. Without limiting the generality of the foregoing, (a) the 

Administrative Agent shall not be subject to any fiduciary or other implied duties, regardless of 
whether a Default has occurred and is continuing, (b) the Administrative Agent shall not have 
any dury to take any discretionary action or exercise any discretionary powers, except 
discretionary rights and powers expressly contemplated hereby that the Administrative Agent is 
required to exercise in writing by the Lender, and (c) except as expressly set forth herein, the 
Administrative Agent shall not have any duty to disclose, and shall not be liable for the failure to 
disclose, any information relating to the Borrower that is communicated to or obtained by the 

bank serving as Administrative Agent or any of its Affiliates in any capacity. The 

Administrative Agent shall not be liable for any action taken or not taken by it with the consent 
or at the request of the Lender or in the absence of its own gross negligence or willful 
misconduct. The Administrative Agent shall not be deemed to have knowledge of any Default 
unless and until written notice thereof is given to the Administrative Agent by the Borrower or 
the Lender, and the Administrative Agent shall not be responsible for or have any duty to 
ascertain or inquire into (i) any statement, warranty or representation made in or in connection 
with this Agreement, (ti) the contents of any certificate, report or other document delivered 
hereunder or in connection herewith, (iii) the performance or observance of any of the covenants, 
agreements or other terms or conditions set forth herein, (iv)the validity, enforceability, 
effectiveness or genuineness of this Agreement or any other agreement, instrument or document, 
or (v) the satisfaction of any condition set forth in Article IV or elsewhere herein, other than to 
confirm receipt of items expressly required to be delivered to the Administrative Agent 

The Administrative Agent shall be entitled to rely upon, and shall not incur any 
liability for relying upon, any notice, request certificate, consent statement instrument, 
document or other writing believed by it to be genuine and to have been signed or sent by the 
proper Person. The Administrative Agent also may rely upon any statement made to it orally or 
by telephone and believed by it to be made by the proper Person, and shall not incur any liability 
for relying thereon. The Administrative Agent may consult with legal counsel (who may be 
counsel for the Borrower), independent accountants and other experts selected by it, and shall not 
be liable for any action taken or not taken by it in accordance with the advice of any such 
counsel, accountants or experts. 

The Administrative Agent may perform any and all its duties and exercise its 
rigftts and powers by or through any one or more sub-agents appointed by the Administrative 
Agent. The Administrative Agent and any such sub-agent may perform any and all its duties and 
exercise its rights and powers through their respective Related Parties. The exculpatory 
provisions of the preceding paragraphs shall apply to any such sub-agent and to the Related 
Parties of the Administrative Agent and any such sub-agent, and shall apply to their respective 
activities in connection with the syndication of the credit facilities provided for herein as well as 
activities as Administrative Agent. 
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Subject to the appointment and acceptance of a successor Administrative Agent as 
provided in this paragraph, the Administrative Agent may resign at any time by giving 15 
Business Days’ prior written notice to the Lender, the Borrower, and Enron. Such resignation 
shall be effective upon the appointment of a successor Administrative Agent, as provided below. 
Upon any such notice of resignation, the Lender shall have the right, in consultation with the 
Borrower, to appoint a successor, which successor shall be a commercial bank or trust company 
reasonably acceptable to the Borrower and Enron. If no successor shall have been so appointed 
by the Lender and shall have accepted such appointment within such 15 Business Day period, 
then the retiring Administrative Agent, with the consent of the Borrower and Enron (which 
consent may not be unreasonably withheld) may, on behalf of the Lender, appoint a successor 
Administrative Agent, which agent shall be a bank with an office in New York, New York, or an 
Affiliate of any such bank, who shall serve as Administrative Agent until such time, if any, as the 
Lender appoints a successor Administrative Agent, as provided above. Upon the acceptance of 
its appointment as Administrative Agent hereunder by a successor, such successor shall succeed 
to and become vested with all the rights, powers, privileges and duties of the retiring agent, and 
the retiring agent shall be discharged from its duties and obligations hereunder. The annual fees 
payable by the Borrower to a successor Administrative Agent shall be the same as those payable 
to its predecessor unless otherwise agreed between the Borrower and such successor. After the 
Administrative Agent’s resignation hereunder, the provisions of this Article and Section 10.03 
shall continue in effect for the benefit of such retiring Administrative Agent, its sub-agents and 
their respective Related Parties in respect of any actions taken or omitted to be taken by any of 
them while it was acting as Administrative Agent. 

The Lender acknowledges that it has, independently and without reliance upon the 
Administrative Agent and based on such documents and information as it has deemed 
appropriate, made its own credit analysis and decision to enter into this Agreement. The Lender 
also acknowledges that it will, independently and without reliance upon the Administrative 
Agent and based on such documents and information as it shall from time to time deem 
appropriate, continue to make its own decisions in taking or not taking action under or based 
upon this Agreement, any related agreement or any document furnished hereunder or thereunder. 

ARTICLE IX 

Administration; Settlement; Collection 

SECTION 9.01 The Operating Account . The Borrower acknowledges that 
(a) the Operating Account shall be subject to the dominion and control of the Flagstaff Collateral 
Agent and (b) except as set forth in the Flagstaff Credit Agreement, no amount shall be paid or 
released from the Operating Account to or for the account of, or withdrawn by or for the account 
of, the Borrower or any other Person. The Operating Account shall be subject to applicable laws, 
and applicable regulations of any Governmental Authority, as may now or hereafter be in effect. 
The Borrower agrees to be bound by the terms and provisions of Article X of the Flagstaff Credit 
Agreement with respect to the administration and ownership of the Operating Account and with 
respect to the disposition of funds therein as if it were a party thereto. Except as otherwise 
provided herein or in the other Operative Documents, the Borrower shall take no action 
inconsistent with the provisions of Article X of the Flagstaff Credit Agreement. 
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SECTION 9.02 Deposit of Funds into the Operating Account - On or prior 
to the date hereof, the Borrower shall give to Enron and CPS written notice (such notice to be in 
form and substance satisfactory- to the Flagstaff Collateral Agent) irrevocably instructing Enron 
and CPS that all payments (other than Excluded Payments) due to the Borrower from Enron or 
CPS. respectively, shall be deposited directly into the Operating Account. The Borrower shall 
notify the Administrative Agent of any such deposit made pursuant to this Section 9.02. 

SECTION 9.03 Investing of Amounts in the Operating Account . The 
Borrower may give instructions to the Lender (and the Lender shall forward such instructions in 
the form received to the Flagstaff Collateral Agent as provided for in Section 10.03 of the 
Flagstaff Credit Agreement) with respect to the investment of amounts on deposit in the 
Operating Account pursuant to the terms and provision of Section 10.03 of the Flagstaff Credit 
Agreement. The Borrower agrees to give no instruction to the Lender that would be inconsistent 
with the terms and provisions of the Flagstaff Credit Agreement If, but only to the extent the 
Lender actually receives payment , of any such investment yield, then, pursuant to Sections 
10.04(a) or (b) of the Flagstaff Credit Agreement it agrees that such amounts shall be for the 
account of the Borrower and will promptly pay such amounts to the Borrower. 

SECTION 9.04 Deposit Constitutes Payment All funds deposited in the 
Operating Account by the Borrower (or by Enron or CPS on behalf of the Borrower) in 
consideration of Obligations of the Borrower hereunder or under any other Loan Document shall 
constitute payment of such Obligations to the same extent as if any such payment were made 
directly to the Lender. 

SECTION 9.05 Return of Excess Funds . So long as no Default has 
occurred and is continuing, on each Payment Date after payment in full of all Obligations of the 
Borrower hereunder due and payable on such date, the balance of any funds in the Flagstaff 
Account shall be deposited in an account of the Borrower maintained with the Administrative 
Aaent in New York City and designated by the Borrower in writing as the account into which 
deposits required pursuant to this Section 9.05 are to be made. 

ARTICLE X 
Miscellaneous 


SECTION 10.01 Notices . Except in the case of notices and other 
communications expressly permitted to be given by telephone, all notices and other 
communications provided for herein shall be in writing (including telecopier communication) 
and shall be delivered by hand or overnight courier service, mailed by certified or registered mail 
or sent by telecopy, as follows: 

(a) if to the Borrower, to it at its address at 3500, 400-3rd Avenue S.W., 
Calgary. Alberta T2P 4H2, Attention: Vice President - Legal, facsimile no. (403) 9744)707; with 
copies to Enron Corp., 1400 Smith Street. Houston, Texas 77002, Attention: Deputy Treasurer, 
Corporate Finance, facsimile no. (713) 546-3422; 
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(b) if 10 the Administrative Agent, at The Chase Manhattan Bank. 1 Chase 
Manhattan Plaza, 8th Floor. New York, New York, 10081, facsimile no. (212) 552-5777. 
Attention: Lisa Pucciarelli; 

(c) if to the Lender, to it at its address at Flagstaff Capital Corporation, 270 
Park Avenue, 35th Floor, New York, New York 10017, Attention: Lisa Lee, facsimile no. 
(212) 270-2676; with copies to The Chase Manhattan Bank, 1 Chase Manhattan Plaza. 8th Floor, 
New York, New York, 10081. facsimile no. (212) 552-2261 Attention: Muniram Appanna. 

Any party hereto may change its address or telecopy number for notices and other 
communications hereunder by written notice to the other parties hereto. All notices and other 
communications given to any party hereto in accordance with the provisions of this Agreement 
shall be effective, if mailed, two Business Days after deposit in the mails; if sent by overnight 
courier, one Business Day after delivery to the courier company; and if sent by telecopier, when 
received by the receiving telecopier equipment, respectively. 

SECTION 10.02 Waivers: Amendments , (a) No failure or delay by the 
Administrative Agent or the Lender in exercising any right or power hereunder shall operate as a 
waiver thereof, nor shall any single or partial exercise of any such right or power, or any 
abandonment or discontinuance of steps to enforce such a right or power, preclude any other or 
further exercise thereof or the exercise of any other right or power. The rights and remedies of 
the Administrative Agent and the Lender hereunder are cumulative and are not exclusive of any 
rights or remedies that they would otherwise have under applicable law. No amendment or 
waiver of any provision of this Agreement or consent to any departure by the Borrower 
therefrom shall in any event be effective unless the same shall be permitted by paragraph (b) of 
this Section, and then such amendment, waiver or consent shall be effective only in the specific 
instance and for the specific purpose for which given. Without limiting the generality of the 
foregoing, the making of the Loan shall not be construed as a waiver of any Default, regardless 
of whether the Administrative Agent or the Lender may have had notice or knowledge of such 
Default at the time. 

(b) Neither this Agreement nor any provision hereof may be waived, amended 
or modified except pursuant to an agreement or agreements in writing entered into by the 
Borrower and the Lender or by the Borrower and the Administrative Agent with the consent of 
the Lender, provided that no such agreement shall amend, modify or otherwise affect the rights 
or duties of the Administrative Agent hereunder without the prior written consent of the 
Administrative Agent. 

SECTION 10.03 Expenses: Indemnity; Damage Waiver , (a) The Borrower 
shall pay (i) all reasonable out-of-pocket expenses incurred by the Administrative Agent and its 
Affiliates, including the reasonable fees and out-of-pocket expenses of counsel for the 
Administrative Agent, in connection with the preparation and administration of this Agreement 
and the other Operative Documents or any amendments, modifications or waivers of the 
provisions hereof or thereof (whether or not the transactions contemplated hereby or thereby 
shall be consummated), and (ii) all out-of-pocket expenses incurred by the Administrative Agent 
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or the Lender, including the reasonable fees and out-of-pocket expenses of any counsel for the 
Administrative Agent or the Lender, in connection with (A) the enforcement or protection of its 
rights in connection with this Agreement, including its rights under this Section 10.03, or in 
connection with the Loan made hereunder or in connection with any Loan Document, including 
all such out-of-pocket expenses incurred during any workout, restructuring or negotiations in 
respect of such Loans, and (B) the negotiation, execution, delivery and performance of the 
Interest Rate Swaps, including, without limitation, the cost of entering into the Interest Rate 
Swaps, indemnity obligations and any and all other obligations of the Lender in connection 
therewith. 


(b) The Borrower shall, to the extent permitted by law and subject to the last 
sentence of this section 10.03(b), indemnify the Administrative Agent and the Lender, and each 
Related Party of any of the foregoing Persons (each such Person being called an " Indemnitee ") 
against, and hold each Indemnitee harmless from, any and all losses, claims, damages, liabilities 
and related expenses, including the reasonable fees and out-of-pocket expenses of any counsel 
for any Indemnitee (excluding Taxes which are dealt with in Section 2.08), incurred by or 
asserted against any Indemnitee (other than by another Indemnitee) arising out of, in connection 
with, or as a result of any investigation, litigation, or proceeding, whether or not such Indemnitee 
is a party thereto, arising out of, related to or in connection with (i) the execution or delivery of 
this Agreement, any other Loan Document, or the Operative Documents, the performance by the 
parties hereto of their respective obligations hereunder or the consummation of the Transactions, 
or (ii) any Loan or the use of the proceeds therefrom; provided that such indemnity shall not, as 
to any Indemnitee, be available to the extent that such losses, claims, damage, liabilities or 
related expense reulted from the gross negligence, willful misconduct, bad faith of, or breach of 
contract by such tndemnitet. NOTWITHSTANDING ANYTHING HEREIN TO THE CONTRARY, EXCEPT 
AS SET FORTH IN THE NEXT SUCCEEDING SENTENCE, THE BORROWER SHALL NOT BE LIABLE FOR, 
AND SHALL NOT BE OBLIGATED TO INDEMNIFY ANY INDEMNITEE FOR. LOSSES CONSTITUTING 
TREBLE. EXEMPLARY, OR PUNITIVE DAMAGES. IF (A) AN INDEMNITEE HAS BECOME LIABLE TO A 
THIRD PARTY (THAT IS NOT ANOTHER iNDEMNriEE) FOR LOSSES CONSTITUTING DAMAGES SPECIFIED 
IN THE PRECEDING SENTENCE, AND (B) SUCH INDEMNITEE WOULD BE ENTITLED TO 
INDEMNIFICATION UNDER THIS AGREEMENT BUT FOR THE LIMITATION SET FORTH IN THE PRECEDING 
SENTENCE. THEN SUCH INDEMNITEE SHALL NONETHELESS BE ENTITLED TO INDEMNIFICATION FOR 
SUCH LOSSES INCURRED TO SUCH THIRD PARTY. 

(c) To the extent that the Borrower fails to pay any amount required to be paid 
by it to the Administrative Agent or under paragraph (a) or (b) of this Section, the Lender 
severally agree to pay ro the Administrative Agent of such unpaid amount; provided that the 
unreimbursed expense or indemnified loss, claim, damage, liability or related expense, as the 
case may pe. was incurred by or asserted against the Administrative Agent in ns capacity as such. 

(d) Except as set forth in the next succeeding sentence, and to the extent 
permitted by applicable law, the Borrower shall not assert, and hereby waives, any claim against 
any Indemnitee, on any theory of liability, for special, indirect, consequential or punitive 
damages (as opposed to direct or actual damages) arising our of, in connection with, or as a result 
of. any breach by such Indemnitee of this Agreement, any Operative Document, the Transactions 
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or the use of the proceeds thereof, if the Borrower becomes liable to a third party for amounts 
constituting special, indirect, consequential or punitive damages as a result of a breach of an 
obligation hereunder by an Indemnitee, the Borrower shall be entitled to a claim and to recover 
(and does not waive its rights to claim and recover) such amounts from such Indemnitee to the 
extent such Indemnitee would be liable to the Borrower for such amounts but for the limitation in 
the preceding sentence. 

(e) All amounts due under this Section shall be payable promptly after written 
demand therefore. 

(f) If, for the purposes of obtaining judgment in any court in any jurisdiction 
with respect to the Note, this Agreement or any other Loan Document, it becomes necessary to 
convert into the currency of such jurisdiction (the “Judgment Currency ") any amount due under 
the Note, this Agreement or under any other Loan Document in any currency other than the 
Judgment Currency (the •• Currency Due "), then conversion will be made at the rate of exchange 
prevailing on the Business Day before the day on which judgment is given. For this purpose, 
“rate of exchange” means the rate at which the Lender is able, on the relevant date, to purchase 
the Currency Due with the Judgment Currency at the head office of The Chase Manhattan Bank 
of Canada in Toronto, Ontario. In the event that there is a change in the rate of exchange 
prevailing between the Business Day before the day on which the judgment is given and the date 
of receipt by the Lender of the amount due, the Borrower will, on the date of receipt by the 
Lender, pay such additional amounts, if any, or be entitled to receive reimbursement of such 
amount, if any, as may be necessary to ensure that the amount received by the Lender on such 
date is the amount in the Judgment Currency which when convened at the rate of exchange 
prevailing on the date of receipt by the Lender is the amount then due under the Note, this 
Agreement or such other Loan Document in the Currency Due. If the amount of the Currency 
Due which the Lender is so able to purchase is less than the amount of the Currency Due 
originally due to it, the Borrower will indemnify and save the Lender harmless from and against 
all loss or damage arising as a result of such deficiency. This indemnity will constitute an 
obligation separate and independent from the other obligations contained in this Agreement and 
the other Loan Documents, will give rise to a separate and independent cause of action, will 
apply irrespective of any indulgence granted by the Lender from time to time and will, continue 
in full force and effect notwithstanding any judgment or order for a liquidated sum in respect of 
an amount due under the Note, this Agreement or any other Loan Document or under any 
judgment or order. 

SECTION 10.04 Successors and Assigns . Neither the Lender nor the 
Borrower may assign, participate or subpantcipate any of its rights or obligations hereunder 
without the prior written consent of the other such Peraon and the Administrative Agent. 
Notwithstanding the foregoing, (a) the Borrower hereby consents to the granting and assignment 
by the Lender of a Lien in all of the Lender's right, title, and interest in this Agreement and the 
other Loan Documents pursuant to the Flagstaff Credit Agreement and to any additional 
assignments or transfers resulting from the exercise of remedies as provided in the Flagstaff 
Credit Agreement or any other Loan Document (as defined in the Flagstaff Credit Agreement), 
(b)jhe Borrower hereby consents to the assignment by the Lender of all of the Lender’s right. 
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title, and interest m the Make- Whole .Amount resulting from the exercise of its nghts under the 
Put Option Agreement, and (c) any consent of the Borrower otherwise required under this 
paragraph shall not be required if an Event of Default has occurred and is continuing. ANY 
ATTEMPTED ASSIGNMENT OR GRANT OF A PARTICIPATION OR SUBPARTICIPATION IN VIOLATION OF 
THIS SECTION 10.04 SHALL BE VOID. TO THE EXTENT THE LENDER ASSIGNS OR PARTICIPATES ANY 
PORTION OF ITS ADVANCE IN VIOLATION OF THIS SECTION 10.04, THE LENDER AND THE PROPOSED 
PURCHASER OR PARTICIPANT, AS THE CASE MAY BE, SHALL UPON NOTICE BY THE ADMINISTRATIVE 
AGENT TAKE AIL STEPS NECESSARY OR ADVISABLE TO AVOID THE BORROWER BEING OR BECOMING 
AN “INVESTMENT COMPANY" WITHIN THE MEANING OF THE INVESTMENT COMPANY ACT OF 1940, 
INCLUDING BUT NOT LIMITED TO, ALL STEPS NECESSARY TO TRANSFER SUCH ASSIGNED OR 
PARTICIPATED INTEREST THEREUNDER TO THE LENDER SELECTED BY THE BORROWER AND THE 
ADMINISTRATIVE AGENT. NO PURCHASER OR PARTICIPANT SHALL (UNLESS SUCH ASSIGNMENT OR 
PARTICIPATION HAS BEEN CONSENTED TO IN WRITING BY THE BORROWER) BE ENTITLED TO 
RECEIVE ANY GREATER BENEFIT PURSUANT TO SECTIONS 2.07, 2.08 AND 10.03 THAN THE LENDER 
WOULD HAVE BEEN ENTITLED TO RECEIVE WITH RESPECT TO THE RIGHTS TRANSFERRED. 

SECTION 10.05 Survival: Continued Effectiveness . 

(a) Ail covenants, agreements, representations and warranties made by the 

Borrower herein and in the certificates or other instruments delivered in connection with or 
pursuant to this Agreement shall be considered to have been relied upon by the other parties 
hereto and shall survive the execution and delivery of this Agreement and the making of the 
Loan, regardless of any investigation made by any such other party or on its behalf and 
notwithstanding that the Administrative Agent or the Lender may have had notice or knowledge 
of any Default or incorrect representation or warranty at the time any credit is extended 
hereunder, and shall continue in full force and effect as long as the principal of or any accrued 
interest on the Loan or any fee or any other amount payable under this Agreement is outstanding 
and unpaid and so long as the Commitment has not expired or terminated. The provisions of 
Sections 2.07. 2.08 and 10.03 and Article VIII shall survive and remain in full force and effect 
regardless of the consummation of the transactions contemplated hereby, the repayment of the 
Loan, the expiration of the Commitment or the termination of this Agreement or any provision 
hereof. t 

(b) The Borrower’s obligations under this Agreement shall continue to be 
effective or be reinstated, as the case may be, if at any time any payment by the Borrower in 
satisfaction of any of the obligations of the Borrower under this Agreement is rescinded or must 
otherwise be returned upon the insolvency, bankruptcy or reorganization of the Bon-ower, or 
otherwise, all as though such payment had not been made. 

SECTION 10.06 Counterparts; Integration: Effectiveness . This Agreement 
may be executed in counterparts (and by different parties hereto on different counterpans), each 
of which shall constitute an original, but all of which when taken together shall constitute a 
single contract. This Agreement, the Loan Documents and any separate letter agreements with 
respect to fees payable to the Administrative Agent constitute the entire contract among the 
panics relating to the subject matter hereof and supersede any and all previous agreements and 
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understandings, ora! or written, relating to the subject matter hereof. Except as provided in 
Section 4,01, this Agreement shall become effective when it shall have been executed by the 
Administrative Agent and when the Administrative Agent shall have received counterparts 
hereof which, when taken together, bear the signatures of each of the other parties hereto, and 
thereafter shall be binding upon and inure to the benefit of the parties hereto and their respective 
successors and assigns. Delivery of an executed counterpart of a signature page of this 
Agreement by telecopy shall be effective as delivery of a manually executed counterpart of this 
Agreement. 

SECTION 10.07 Severability . Any provision of this Agreement held to be 
invalid, illegal or unenforceable in any jurisdiction shall, as to such jurisdiction, be ineffective to 
the extent of such invalidity, illegality or unenforceability without affecting the validity, legality 
and enforceability of the remaining provisions hereof; and the invalidity of a particular provision 
tn a particular jurisdiction shall not invalidate such provision in any other jurisdiction. 

SECTION 10.08 Right of Setoff . Subject to Section 4.2(b) of the Warrant 
Agreement and Section 2.4 of the Subscription Payment Assumption Agreement, (a) if an Event 
of Default shall have occurred and be continuing, the Lender and each of its Affiliates is hereby 
authorized at any time and from time to time, to the fullest extent permitted by law, to set off and 
apply any and all deposits (general or special, time or demand, provisional or final) at any time 
held and other obligations at any time owing by the Lender or Affiliate to or for the credit or the 
account of the Borrower against any of and all the obligations of the Borrower now or hereafter 
existing under this Agreement held by the Lender, irrespective of whether or not the Lender shall 
have made any demand under this Agreement and although such obligations may be unmatured 
and (b) the rights of the Lender under this Section are in addition to other rights and remedies 
(including other rights of setoff) which the Lender may have. 

SECTION 10.09 Governing Law; Consent to Service of Process , (a) This 
Agreement shall be construed in accordance with and governed by the law of the State of New 
York. 

(b) The Borrower hereby irrevocably and unconditionally submits, to the 
nonexclusive jurisdiction of the Supreme Court of the State of New York sitting in the Borough 
of Manhattan and to the extent possible, the Commercial Division, Civil Branch thereof and of 
the United States District Court of the Southern District of New York sitting in the Borough of 
Manhattan, in any action or proceeding arising out of or relating to this Agreement, or for 
recognition or enforcement of any judgment therefrom, and each of the parties hereto hereby 
irrevocably and unconditionally agrees that all claims in respect of any such action or proceeding 
may be heard and determined in such New York State court or, to the extent permmed by law, in 
such Federal court. Each of the parties hereto agrees that a final judgment in any such action or 
proceeding may be enforced in other jurisdictions by suit on the judgment or in any other manner 
provided by law. Nothing in this Agreement shall affect any right that the Administrative Agent, 
the Flagstaff Collateral Agent or the Lender may otherwise have to bring any action or 
proceeding relating to this Agreement against the Borrower or ns properties in the courts of any 
jurisdiction. 
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(c) The Borrower hereby irrevocably and unconditionally waives, to the 
fullest extent it may legally and effectively do so, any objection which it may now or hereafter 
have to the laying of venue of any suit, action or proceeding arising out of or relating to this 
Agreement in any court referred to in paragraph (b) of this Section, Each of the parties hereto 
hereby irrevocably waives, to the fullest extent permitted by law, the defense of an inconvenient 
forum to the maintenance of such action or proceeding in any such court. 

(d) The Borrower hereby irrevocably appoints National Registered Agents, 
Inc. with offices on the date hereof at 440 9th Avenue, 5th Floor, New York, NY 1 0001 (or any 
successor appointed by the Borrower, provided that such successor shall be located in New York 
City and engaged in the business of acting as a Process Agent and shall be a company of natiooal 
recognition, and provided further that notice of such successor Process Agent shall be promptly 
given to the Administrative Agent by the Borrower, the “ Process Agent **) as its designee, 
appointee and agent to receive, accept and acknowledge on its behalf and its property service of 
copies of the summons and complaint and any other process that may be served in any action or 
proceeding under paragraph (b) of this Section. Such service may be made by delivering a copy 
of such process to the Borrower in care of the Process Agent at the Process Agent’s address, and 
the Borrower hereby authorizes and directs the Process Agent to accept such service on its 
behalf. 


(e) Each party to this Agreement irrevocably consents to service of process in 
the manner provided for notices in Section 10.01. Nothing in this Agreement will affect the right 
of any party to this Agreement to serve process in any other manner permitted by law. 

SECTION 10.10 Headings . Article and Section headings and the Table of 
Contents used herein are for convenience of reference only, are not part of this Agreement and 
shall not affect the construction of, or be taken into consideration in interpreting, this Agreement. 

SECTION 10.11 Confidentiality . The Lender agrees that it will use 
reasonable efforts not to disclose without the prior consent of the Borrower (other than to the 
Lender’s Affiliates in the ordinary course of business in connection with any Operative 
Document, the administration thereof or any transaction contemplated hereby, employees, 
auditors or counsel or to a Flagstaff Lender if the Lender or the Administrative Agent in its sole 
discretion determines that any such party should have access to such information) any 
information with respect to the Borrower or its Subsidiaries which is furnished pursuant to this 
Agreement or any other Operative Document and which is designated by the Borrower to the 
Lender in writing as confidential, provided that the Lender may disclose any such information (a) 
as has become generally available to the public, (b) as may be required or appropriate in any 
report, statement or testimony submined to any municipal, state or federal regulatory body 
having or claiming to have jurisdiction over the Lender or the Administrative Agent or to the 
Board or the Federal Deposit Insurance Corporation or similar organizations (whether in the 
United States or elsewhere), (c) as may be required or appropriate in response to any summons or 
subpoena or m connection with any litigation, (d) in order to comply with any law, order, 
regulation or ruling applicable to the Lender, and (e) to the prospective transferee in connection 
with any contemplated transfer (permitted pursuant to the terms hereof) of the Note or any 
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interest therein by the Lender, provided, that such prospective transferee executes an agreement 
with the Borrower containing provisions substantially identical to those contained in this Section. 

SECTION 10.12 Interest Rate Limitation . Notwithstanding anything herein 
to the contrary, if at any time the interest rate applicable to any Loan, together with all fees, 
charges and other amounts which are treated as interest on such Loan under applicable law 
(collectively the " Charges "), shall exceed the maximum lawful rate (the " Maximum Rate ") 
which may be contracted for, charged, taken, received or reserved by the Lender holding such 
Loan in accordance with applicable law, the rate of interest payable in respect of such Loan 
hereunder, together with all Charges payable in respect thereof, shall be limited to the Maximum 
Rate and, to the extent lawful, the interest and Charges that would have been payable in respect 
of such Loan but were not payable as a result of the operation of this Section shall be cumulated 
and the interest and Charges payable to the Lender in respect of other Loans or periods shall be 
increased (but not above the Maximum Rate therefor) until such cumulated amount, together 
with interest thereon at the Federal Funds Effective Rate to the date of repayment, shall have 
been received by the Lender. Any excess shall be cancelled automatically and, if theretofore 
paid, shall be at the option of the Administrative Agent or the Lender, as the case may be, be 
applied on the principal amount of the obligations owed to the Administrative Agent or the 
Lender, as the case may be, by the Borrower or refunded by the Administrative Agent or the 
Lender, as the case may be, to the Borrower. 
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FORM OF PROMISSORY NOTH 


SI. 4 1 4.504.347 


EXHIBIT A 


June 22, 2001 


HANSEN' INVESTMENTS CO., a Nova Scotia company (the •‘ Company ’ 1 ), for value received, 
promises and agrees to pay to FLAGSTAFF CAPITAL CORPORATION, a Delaware 
corporanon (the " Lender "), or order, at the office of THE CHASE MANHATTAN BANK (the 
" Administrative Agent "), at I Chase Manhattan Plaza, 8th Floor, New York, New York 10081, 
the principal sum of ONE BILLION, FOUR HUNDRED FOURTEEN MILLION, FIVE 
HUNDRED FOUR THOUSAND, THREE HUNDRED FORTY SEVEN AND NO/100 
DOLLARS, in lawful money of the United States of America and in immediately available 
funds, on the dates and in the principal amounts provided in the Hansen Credit Agreement 
reftmed to below, and to pay interest on the unpaid principal amount as provided in the Hansen 
Credit Agreement for such Advance made by the Lender to the Company under the Hansen 
Credit Agreement, at such office, in like money and funds, at the rates per annum and on the 
dates provided in the Hansen Credit Agreement. 

In addition to and cumulative of any payments required to be made against this Note pursuant to 
the Hansen Credit Agreement, this Note, including all principal and accrued interest then unpaid, 
shall be due and payable on the Maturity Date and the Company shall repay to the Lender the 
principal amount of the Advance that remains outstanding on such date. All payments on this 
Note shall be applied in Ihe manner set forth in the Hansen Credit Agreement. 

This Note is the Note referred to in the Credit Agreement dated as of June 22, 2001. among the 
Company, as borrower, the Lender, and The Chase Manhattan Bank, as administrative agent 
(such Credit Agreement, together with ail amendments or supplements thereto, being the 
“ Hansen Credit Agreement "). This Note evidences the Advance made by the Lender thereunder 
and shall be governed by the Hansen Credit Agreement. Capitalized terms used but not defined 
j n this Note and which are defined in the Hansen Credit Agreement shall have the respective 
meanings herein as are assigned in the Hansen Credit Agreement. 

Except only for any notices which are specifically required by the Hansen Credit Agreement or 
the other Operative Documents, the Company and any and all co-makers, endorsers, guarantors 
and sureties severally waive notice (including but not limned to notice of intent to accelerate and 
notice of acceleration, notice of protest and notice of dishonor), demand, presentment for 
pavment. protest, diligence in collecting and tne filing of suit for the purpose of fixing liability, 
and consent that the time of payment hereof may be extended and re-extended from time to time 
w ithout notice to any of them. Each such Person agrees that his, her or its liability on or with 
respect to this Note shall not be affected by any release of or change in any guaranty or security 
at anv time existing or by any failure to perfect or maintain perfection of any lien against or 
secunry interest m any such secuntv or the partial or complete enforceability of any guaranty or 
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other surety obligation, in each case m whole or in part, with or without notice and before or after 
maturity. 

The Hansen Credit Agreement provides for the acceleration of the maturity of this Note upon the 
occurrence of certain events and for prepayment of the Advance upon the terms and conditions 
specified therein. Reference is made to the Hansen Credit Agreement for ail other pertinent 
purposes. 

This Note is issued pursuant to and is entitled to the benefits of the Hansen Credit Agreement, 

THIS NOTE SHALL BE CONSTRUED IN ACCORDANCE WITH AND BE 
GOVERNED BY THE LAWS OF THE STATE OF NEW YORK. 

[Signature Page Follows] 
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/ Signature Page to Promissory- Sole) 

HANSEN INVESTMENTS CO. 

By: 

Name: 

Title: 
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EXHIBIT B-I 

FORM OF OPINION OF BLAKE. CASSELS & GRAYDON LLP. 

COUNSEL FOR THE BORROWER 


Each of the Addresses Listed 
in the Attached Schedule 1 

Ladies and Gentlemen: 

We act as Canadian counsel to Hansen Investments Co. (“Finco”), a Nova Scotia company, and 
Newman Investments Co. (“Subco"), a Nova Scotia company, in connection with the 
transactions contemplated by the Credit Agreement (the “Finco Credit Agreement”) of even 
date herewith among Finco. as borrower. Flagstaff Capital Corporation (“FUgstafT’), as lender, 
and The Chase Manhattan Bank, as administrative agent This opinion is being rendered 
pursuant to Section 4.0l{b)(vi) of the Finco Credit Agreement Capitalized terms used herein 
and not otherwise defined herein shall have the same meanings herein as ascribed thereto in the 
Finco Credit Agreement including those defined terms incorporated therein by reference to other 
documents. 

In rendering the opinions set forth below, we have reviewed the documents set forth on Schedule 
II attached hereto and such other records, certificates and documents as we have deemed relevant 
for the purposes of such opinions. The term ‘Transaction Documents” shall mean: (a) the 
Finco Credit Agreement and the Note delivered pursuant thereto; (b) the Subscription 
Agreement; (c) the Subscription Payment Assumption Agreement and (d) the Warrant 
Agreement. We have also reviewed the documents set forth in Schedule III attached hereto (the 
•*L'.S. Documents”). 

As to any facts material to our opinion, we have made no independent investigation of such facts 
and have relied, to the extent that we deem such reliance proper, upon certificates of public 
officials and officers or other representatives of Finco and Subco and on the representations and 
wan-anties set forth in the Transaction Documents. 

In rendering the opinions expressed below, we have assumed: (a) the legal capacity of all narural 
oer=ons. the genuineness of all signatures, the authenticity of all documents submitted to us as 
originals, ana the conformity to authentic original documents of all documents submitted to us as 
copies; (b) that the Transaction Documents and the U.S. Documents have been duly authorized, 
executed and delivered by each party thereto (other than Finco and Subco) and constitute legal, 
valid and binding obligations of such panics (other than Finco and Subco) enforceable against 
such parties in accordance with their terms and that the laws of any jurisdiction other than 
Alberta Laws (as defined below) do not affect the terms of the Transaction Documents; (c) there 
is nothing tn the documents referred to in any of the Transaction Documents which would affect 
the opinions expressed herein; (d) insofar as any obligation under any of the Transaction 
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Documents is to be performed m any junsdictson other than in the Province of Alberta, its 
performance will not be illegal or unenforceable under the laws of that jurisdiction; (e) the Finco 
Credit Agreement and the Note constitute or will on execution constitute legal, valid and binding 
obligations of the parties under the laws of the State of New York enforceable in competent 
courts of that jurisdiction; (f) the formalities for execution by each party required by the law of 
the place of execution of each of the Transaction Documents have been or will be complied with; 
and (g) physical delivery of each of the Transaction Documents on behalf of each of Finco and 
Subco has occurred free from escrow or any similar arrangement or restriction (other than any 
such escrow or similar arrangement that is set forth in the Transaction Documents). 

The opinions expressed below in paragraphs 1 to 6 are based solely upon and in reliance upon 
the opinion of Mclnnes Cooper of even date hereto (the “Nov* Scotia Opinion**), a copy of 
which has been delivered to you. We have examined the Nova Scotia Opinion and such opinion 
is in form and scope satisfactory to us and we believe we and you are justified in relying thereon. 
However, we have made no independent investigation in respect of such opinion and have 
assumed its accuracy and completeness. To the extent that the Nova Scotia Opinion is based 
upon an assumption or is made subject to any limitation, qualification or exception, our opinion 
given solely in reliance thereon is based upon such assumptions and is subject to such 
limitations, qualifications or exceptions. We do not, however, assume any liability for any 
opinion expressed in the Nova Scotia Opinion. 

We are members of the Law Society of Alberta and are qualified to practice law in the Province 
of Alberta. Except to the extent that this opinion is rendered solely in reliance on the Nova 
Scoua Opinion, this opinion is rendered solely with respect to the laws of the Province of Alberta 
and the federal laws of Canada applicable therein. 

Based upon and subject to the foregoing and subject to the qualifications hereinafter expressed, 
we are of the following opinion: 

Finco is an unlimited company duly formed and validly subsisting and in good standing 
as to the payment of annual fees and filing of annual returns under the laws of the 
Province of Nova Scotia with the corporate power to execute and deliver the Transaction 
Documents executed by it and perform its obligations thereunder. 

T Subco is an unlimited company duly formed and validly subsisting and in good standing 
as to the payment of annual fees and filing of annual returns under the laws of the 
Province of Nova Scotia with corporate power to execute and deliver the Transaction 
Documents executed by it and perform us obligations thereunder. 

} The execution and delivery by each of Finco and Subco of each Transaction Document to 
w hich it is a party and the performance by it of its obligations thereunder have been duly 
authorized by all necessary corporate action of each of Finco and Subco, as the case may 
be. 
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4. The execution and delivery by each of Finco and Subco of each Transaction Document to 
which it is a party and the performance by it of its obligations thereunder will not conflict 
with or result in the breach of any of the terms, conditions or provisions of their 
respective memorandum of association and articles of association. 

5. The execution and delivery by each of Finco and Subco of each Transaction Document to 
which it is a party and the performance by it of its obligations thereunder do not result in 
a violation of ‘•Applicable Laws” (as such term is defined in the Nova Scotia Opinion). 

6. No Governmental Approval (as such term is defined in the Nova Scotia Opinion) is or 
will be required to authorize or is or will be required (a) in connection with the execution 
and delivery of any of the Transaction Documents by Finco or Subco or the performance 
of their obligations thereunder or .(b) to ensure the validity, effectiveness or enforceability 
of the Transaction Documents. 

7. The execution and delivery by each of Finco and Subco of each Transaction Document to 
which it is a party and the performance by it of its obligations thereunder do not result in 
a violation of Alberta Laws (as defined below). 

“Alberta Laws" means those laws, rules and regulations of the Provinces 
of Alberta and the federal laws, rules and regulations of Canada applicable 
therein and the rules and regulations adopted thereunder which, in our 
experience, are normally applicable to the transactions of the type 
contemplated by the Transaction Documents. Furthermore, the term 
“Alberta Laws” does not include, and we express no opinion in regard to: 

(a) any Alberta or federal law, rule or regulation relating to: (i) pollution or 
protection over the environment; (ii) zoning, land use, building or 
construction; (iii) occupational, safety and health or other similar matter, 
or (iv) labour, employment rights and benefits; (b) the regulation of 
utilities; (c) anti-trust laws; and (d) tax laws, rules or regulations. 

8. No Governmental Approval (as defined below) is or will be required to authorize or is 
required (a) in connection with the execution and delivery of any of the Transaction 
Documents by Finco or Subco or the performance of their obligations thereunder or (b) to 
ensure the validity, effectiveness or enforceability of any of the Transaction Documents. 

“Governmental Approval” means any consent, approval, license, 
authorization or validation of, or filing, recording or registration with any 
Governmental Authority pursuant to any Alberta Laws (as defined in 
paragraph 7 above). 

9. There is no registration or transfer tax, stamp duty or similar levy payable in respect of 
the execution, delivery, validity, performance or enforcement of any of the Transaction 
Documents under Alberta Laws. 
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10. Each of Ftnco and Subco is subject to civil and commercial law with respect to its 
obligations under the Transaction Documents to which it is a party, and the execution, 
delivery and performance by any such entity of any such Transaction Document 
constitutes private and commercial acts rather than public or governmental acts. None of 
Finco or Subco, nor any of their respective properties or assets, has any sovereign 
immunity or any other immunity from the jurisdiction of any court or from any legal 
process (whether through service or notice, attachment prior to judgment attachment in 
and of judgment, execution or otherwise). 

1 1 . Each of the Subscription Agreement the Subscription Payment Assumption Agreement 
and the Warrant Agreement to which Finco or Subco is a party constitutes a legal, valid 
and binding obligation of Finco or Subco, as applicable, enforceable against each of 
Finco and Subco in accordance with its terms. 

12. The choice of New York law as the governing law of the Finco Credit Agreement and the 
Note delivered pursuant thereto will be upheld as a valid choice of law by Alberta courts 
provided the choice of law is bona fide in the sense that it was not made with a view to 
avoiding the law of any other jurisdiction. In an action brought before a court of 
competent jurisdiction in Alberta to enforce and interpret the Finco Credit Agreement and 
the Note delivered pursuant thereto, the laws of New York would, to the extent 
specifically pleaded and proved as a fact by expert evidence, be recognized and applied 
by such court to all issues that, under the conflict of laws rules of Alberta, are to be 
determined in accordance with the proper or governing law of a contract. 
Notwithstanding any such valid choice of law, the courts of Alberta will not apply those 
laws of New York: 

(a) which it characterizes as being of a governmental revenue or penal law nature; 

(b) relating to matters of a procedural nature; or 

ic) the application of which would be inconsistent with "public policy”, as such term 
•is applied by the courts in Alberta. 

In addition, a court of competent jurisdiction in Alberta may reserve to itself an inherent 
poweT to decline to hear any such action if it is contrary to public policy for it to do so, or 
if it is not the proper forum to hear such action, or if concurrent proceedings in respect of 
such matter are being brought elsewhere. 

13. It is not necessary under Alberta Law (i) in order to enable either of Flagstaff or the 
Administrative Agent to enforce its rights under any Transaction Document or (ii) by 
reason only of the execution, delivery or performance by any of Flagstaff or the 
Administrative Agent of any Transaction Document, that such Person for such purposes 
only should be licensed, qualified or entitled to carry on business m Alberta, provided 
that Flagstaff or the Administrative Agent, as applicable, has no other contact with 
Alberta. 
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14. A judgment in personam against any of Fineo or Subco by a court of the State of New 

York may be enforced in an Alberta court by an action or counterclaim for the amount 

due under such judgment provided that: 

(a) such court had jurisdiction over Finco or Subco, as applicable, as recognized by 
the courts of Alberta; 

(b) such judgment is for a sum certain and is not impeachable as void or voidable 
under the internal laws of New York; 

(c) such judgment was not obtained by fraud or any manner contrary to natural justice 
and the enforcement thereof would not be inconsistent with public policy, as that 
term is understood under Alberta law; 

(d) the enforcement of such judgment in Alberta docs not constitute, directly or 
indirectly against Finco or Subco, as applicable, the enforcement of any law 
characterized by an Alberta court as being of a governmental revenue, penal, 
expropriatory or public law nature; 

(c) no new admissible evidence relevant to the action which is the subject matter of 
such judgment is discovered or arises prior to the rendering of such judgment by 
the Alberta court; 

(f) the application to enforce such judgment is made against Finco or Subco, as 
applicable, in Alberta within the applicable limitation period; 

(g) the action giving rise to such judgment is recognizable under Alberta law; 

(h) no order affecting the judgment has been made by the Attorney General of Canada 
under the Foreign Extra-Territorial Measures Act (Canada) based on his opinion 
as to the adverse effect of the judgment to significant Canadian interests in 
relation to international trade and commerce involving a Canadian business or the 
infringement of Canadian sovereignty; 

(i) no order has been made by the Competition Tribunal under the Competition Act 
(Canada) relating to the enforcement cf the judgment as a result of its finding of 
an adverse effect, restraint or injury to competition in Canada or the domestic or 
foreign trade and commerce of Canada; 

(j) Finco or Subco, as applicable, was duly served with process in accordance with 
the laws of New York; 
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<k) the judgment is not in respect of a cause of action that for reasons of public 
policy or for some other similar reason, would not have been entertained by the 
courts of Alberta; 

(!) the judgment has not been satisfied and is a subsisting judgment; and 
( m) such judgment is final and conclusive. 

!5. The choice of New York law as the governing law of the U.S. Documents will be upheld 
as a valid choice of law by Alberta courts provided the choice of law is bona fide in the 
sense that it was not made with a view to avoiding the law of any other jurisdiction. In an 
action brought before a court of competent jurisdiction in Alberta to enforce and interpret 
the U.S. Documents, the laws of New York would, to the extent specifically pleaded and 
proved as a fact by expert evidence, be recognized and applied by such court to ait issues 
that, under the conflict of laws rules of Alberta, are to be determined in accordance with 
the proper or governing law of a contract Notwithstanding any such valid choice of law, 
the courts of Alberta will not apply those laws of New York: 

(i) which it characterizes as being of a governmental revenue or penal law nature; 

(ii) relating to matters of a procedural nature; or 

(iii) the application of which would be inconsistent with “public policy**, as such term 
is applied by the courts in Alberta; notwithstanding the foregoing, we are of the 
opinion that the courts of Alberta would not seek to apply “public policy”, as such 
term is applied by the courts in Alberta, to invalidate any of the rights and 
remedies of the parties to the U.S. Documents. 

In addition, a court of competent jurisdiction in Alberta may reserve to itself an inherent power 
to decline to hear any such action if it is contrary to public policy for it to do so, or if it is not the 
proper forum to hear such action, or if concurrent proceedings in respect of such matter are being 
brought elsewhere. 

The opinion set forth in this paragraph 15 is based on the assumption that (a) none oPthe U.S. 
Documents relate to any Enron Corp. business of Enron Corp. carried on in Canada, if any, or to 
any establishment of Enron Corp., if any, in Canada; and (b) the U.S. Documents will be 
performed in the United States of America. 

The opinions expressed herein are subject to the following qualifications: 

(a) the enforceability of the Subscription Agreement, the Subscription Payment 
Assumption Agreement and the Warrant Agreement (collectively, the 
"Documents") and the rights and remedies set out therein or any judgment arising 
out of or m connection therewith may be limited by any applicable bankruptcy, 
reorganization, winding-up, insolvency, arrangement, preference, moratorium or 
other laws and judicial decisions of general application affecting the enforcement 
of creditors’ rights from time to time in effect, and is subject to general principles 
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of equity, whether considered in a proceeding in equity or at law (including the 
equitable or statutory powers of the courts to stay proceedings before them, to stay 
the execution of judgments and to grant relief against forfeiture), and in particular 
no opinion is expressed as to the availability of the remedy of specific 
performance, injunctive relief or other equitable or discretionary remedies in any 
particular instance; 

fa) provisions in the Documents providing for recovery of fees and expenses may be 
restricted by a court to a reasonable amount and counsel fees are subject to 
taxation; 

(c) the Currency Act (Canada) precludes a court in Canada from giving a judgment in 
any currency other than Canadian currency and such judgment may be based on a 
rate of exchange in existence on a day other than the day of payment of such 
judgment; 

(d) the Interest Act (Canada) and the Judgment Interest Act (Alberta) may limit the 
rate of interest which a judgment debt bears, and any waiver of the Interest Act 
(Canada) and the Judgment Interest Act (Alberta) may not be enforceable; 

(e) provisions in the Documents which purport to exclude unwritten variations, 
amendments, waivers or consents or exclude rights to receive notices may not be 
enforceable; 

(f) failure to exercise a right of action under any of the Documents within applicable 
limitation periods may act as a bar to the enforcement of such rights at any time 
thereafter, 

tg) the exercise of rights to accelerate the performance of obligations or otherwise 
seek the enforcement of the Documents based upon the occurrence of a default 
•deemed immaterial may not be enforceable; and 

fa) provisions in the Documents which purport to effect waivers of the benefits or 
protection of doctrines, principles or statutory provisions viewed by a court as 
based on public policy may not be enforceable. 

We disclaim any responsibility to update or supplement this opinion with respect to any changes 
in law or future events affecting the transactions contemplated by the Transaction Documents 
and the U.S. Documents. This opinion may be relied upon by you only m conjunction with the 
Transaction Documents and the U.S. Documents and may not be used or relied upon by you for 
any other purpose or by any other person for any purpose whatsoever, without in each instance 
our prior written consent. 

Yours truly. 


Houston 
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SCHEDULE I 
to 

OPINION OF BLAKE, CASSELS & GRAYDON LLP 
ADDRESSEES 


Flagstaff Capital Corporation 

The Chase Manhattan Bank, as Administrative Agent under the Finco Credit Agreement 

The Chase Manhattan Bank, as Administrative Agent (as defined in the Credit and Security 
Agreement dated as of the date here among Flagstaff Capital Corporation, the Lenders named 
therein, and The Chase Manhattan Bank, as administrative agent and collateral agent (the 
“Flagstaff Credit Agreement”)) 

The Chase Manhattan Bank, as Collateral Agent (as defined in the Flagstaff Credit Agreement) 
Each Lender now or hereafter parry to the Flagstaff Credit Agreement 
The Swap Counterparty (as defined in the Flagstaff Credit Agreement) 
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SCHEDULE II 
to 

OPINION OF BLAKE, CASSELS & GRAYDON LLP 


1. the Finco Credit Agreement; 

2 . the Subscription Agreement; 

3. the Subscription Payment Assumption Agreement; 

5. the Warrant Agreement; and 

6. . the other Operative Documents. 
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SCHEDULE III 
to 

OPINION OF BLAKE, CASSELS it GRAYDON LLP 

! . the Enron Agreement; 

2. the Put Option Agreement; 

3. the Total Swap Confirmation Agreement. 
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FORM OF OPrNION OF MefNNES COOPER, 
COUNSEL TO THE BORROWER 


EXHIBIT B-2 


(to be on letterhead of Melnaes Cooper} 


June 22, 2001 

Blake, Cassels & Graydon LLP 
Suite 3500 

East Tower, Bankers Hall 
855 2nd Street Southwest 
Calgary, Alberta, Canada 
T2P 4J8 

Each of the addressees 
listed in Schedule 1 hereto 

Ladies and Gentlemen: 

Re: Compagnie Papiers Stadacona, Hansen Investments Co. 

and Newman Investments Co. 

We act as Nova Scotta counsel to Compagnie Papiers Stadacona, a Nova Scotia unlimited 
company (“CPS”), Hansen Investments Co. (“Finco"). a Nova Scotia unlimited company, and 
Newman Investments Co. (“Subco"), a Nova Scotia unlimited company, in connection ( with the 
transactions contemplated by the Credit Agreement (the “Finco Credit Agreement”) of even date 
herewith among Finco, as borrower. Flagstaff Capital Corporation (“Flagstaff”), as lender, and 
The Chase Manhattan Bank, as administrative agent. This opinion is being rendered pursuant to 
Section 4.0!(bXvii) of the Finco Credit Agreement. 

In rendering the opinions set forth below, we have reviewed the following documents: 

(a) the Finco Credit Agreement and Note delivered pursuant thereto; 

(b) the Subscription Agreement (as described in the Finco Credit Agreement); 

fc) the Subscription Payment Assumption Agreement (as described in the Finco 
Credit Agreement); 
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(d) the Warrant Agreement {as described in the Finco Credit Agreement); 

(e) the CPS Intercompany Note (as described in the Finco Credit Agreement); 

(collectively, items (a) * (e) are hereinafter referred to as the "Transaction Documents”), 

(f) the memorandum of association and articles of association of each of CPS, Finco 
and Subco; 

(g) special resolutions of the shareholder of each of Finco and Subco approving 
amendments to the respective articles of association; 

(h) directors' resolutions of each of CPS, Finco and Subco authorizing the entering 
into of the Transaction Documents to which each is a party; and 

(i) ' such other records, certificates and documents as we have deemed relevant for the 

purposes of such opinions. 

For purposes of this opinion we have assumed that: 

A. ail signatures on all documents and a gre e m ents, including the Transaction 
Documents, submined to us are genuine and all copies of such documents and 
agreements are complete, authentic and conform to the original instruments; 

B. each of the Transaction Documents is within the capacity and powers of, has been 
validly authorized by and have been duly executed and delivered by the parties to 
it other than CPS, Finco and Subco and that each of the Transaction Documents is 
binding on the parties thereto other than CPS, Finco and Subco; 

C. no party is. or will be, engaging in misleading or unconscionable conduct or 
seeking to conduct any relevant transaction or any associated activity in a manner 
or for a purpose that is not. in compliance with of any of the Transaction 
Documents and that might render any of the Transaction Documents or any 
relevant transaction or associated activity illegal, void or voidable; 

D. insofar as any obligation under any of the Transaction Documents is to be 
performed in any jurisdiction other than in the Province of Nova Scotia, its 
performance will not be illegal or unenforceable under the laws of that 
jurisdiction; 

E. each of the Transaction Documents that is governed by either the laws of the State 
of New York or the laws of the Province of Alberta constitutes or will on 
execution constitute legal, valid and binding obligations of the parties under such 
respective laws enforceable in competent courts of that jurisdiction, provided 
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however this assumption does not assume due authorization, execution or delivery 
of the Transaction Documents by CPS. Finco and Subco; 

F. where a document has been submined to us as a final copy it will be executed in 
the form of that copy; 

G. the formalities for execution by each party required by the law (other than the 
laws of Nova Scotia, if applicable) of the place of execution of each of the 
Transaction Documents have been or will be complied with; 

H. the information provided by government officials, agencies and authorities is 
complete and accurate; 

I. physical delivery of each of the Transaction Documents on behalf of each of CPS, 
Finco and Subco has occurred free from escrow or any similar arrangement or 
restriction (other than any such escrow or similar arrangement that is set forth in 
the Transaction Documents); and 

J. all facts set forth in the certificates supplied by the respective officers and 
directors of each of CPS, Finco and Subco including, without limitation, the - 
Officers’ Certificates are true and accurate. 

As to any facts material to our opinion, we have made no independent investigation of such facts 
and have relied, to the extent that we deem such reliance proper, upon certificates of public 
officials and officers or other representatives of CPS, Finco and Subco, including certificates of 
William W. Brown and Peter C. Keohane dated June •, 2001 (the “Officers’ Certificates”), and 
on the representations and warranties set forth in the Transaction Documents. 

In rendering the opinions expressed below, we have assumed the legal capacity of all natural 
persons, the genuineness of all signatures, the authenticity of all documents submitted to us as 
originals, and the conformity to authentic original documents of all documents submined to us as 
copies. Except as stated above, we have not reviewed any of the documents referred to in any of 
the Transaction Documents and have assumed there is nothing in such documents which would 
affect the opinions expressed herein. 

This opinion is rendered solely with respect to the laws of the Province of Nova Scotia. 

Based upon and subject to the foregoing and subject to the qualifications hereinafter expressed, 
we are of the following opinion: 

1. CPS is an unlimited company duly incorporated and validly subsisting and in good 
standing as to the payment of annual fees and the filing of annual rerums under the laws 
of the Province of Nova Scotia with the corporate power to execute and deliver the 
Transaction Documents executed by it and perform its obligations thereunder. 
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2 . Finco is an unlimited company duly incorporated and validly subsisting and in good 
standing as to the payment of annual fees and the filing of annual returns under the laws 
of the Province of Nova Scotia with the corporate power to execute and deliver the 
Transaction Documents executed by it and perform its obligations thereunder. 

3. Subco is an unlimited company duly incorporated and validly subsisting and in good 
standing as to the payment of annual fees and the filing of annual returns under the laws 
of the Province of Nova Scotia with the corporate power to execute and deliver the 
Transaction Documents executed by it and perform its obligations thereunder. 

4. The authorized capital of Finco consists of Two Billion <2,000,000,000) Common Shares 
without nominal or par value. One Billion Five Hundred Million (1,500,000,000) Class A 
Preferred Shares without nominal or par value and Five Hundred Million (500.000,000) 
Class B Preferred Shares without nominal or par value, all with the rights, restrictions, 
conditions and limitations set forth in the articles of association of Finco. There is a total 
of one (1) Common Share, of Finco issued and outstanding, which is issued and 
registered in the name of CPS. There are • Class A Preferred Shares and * Class B. 
Preferred Shares of Finco issued and outstanding, ail of which are issued and registered in 
the name of Subco. 

5. The authorized capital of Subco consists of One Hundred Thousand (100,000) Common 
Shares without nominal or par value and One Billion Two Hundred Million 
(1,200,000,000) Debenture Shares without nominal or par value, all with the rights, 
restrictions, conditions and limitations set forth in the articles of association of Subco. 
There is a total of one (1) Common Share of Subco issued and outstanding, which is 
issued and registered in the name of CPS. There are • Debenture Shares of Subco issued 
and outstanding, all of which are issued and registered in the name of Enron Canada 
Power Corp. 

6. Tne execution 3nd delivery by each of CPS, Finco and Subco of the Transaction 
Documents to which it is a party and the performance by it of its obligations thereunder 
have been duly authorized by all necessary corporate action of each of CPS, Finco and 
Subco, as the case may be. 

?. The execution and delivery by each of CPS, Finco and Subco of each Transaction 
Document to which it is a party and the performance by it of its obligations thereunder 
will not conflict with or result in the breach of any of the terms, conditions or provisions 
of their respective memorandum of association and articles of association. 

S. The execution and delivery by each of CPS, Finco and Subco of each Transaction 
Document to which it is a party and the performance by it of its obligations thereunder do 
not result in a violation of Applicable Laws (as defined below). 

“Applicable Laws" means those laws, rules and regulations of the 
Province of Nova Scotia and the rules and regulations adopted thereunder 
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which, in our experience, are normally applicable to the transactions of the 
type contemplated by the Transaction Documents. Furthermore, the term 
“Applicable Laws” does not include, and we express no opinion in regard 
to: 

a. any Nova Scotia law, rule or regulation relating to: 

(i) pollution or protection over the environment; 

(ii) zoning, land use, building or construction; 

(iii) occupational, safety and health or other similar matter; or 
(jv) labour, employment rights and benefits; and 

b. the regulation of utilities; 

c. anti-trust laws; 

d. tax laws, rules or regulations. 

9. No Governmental Approval (as defined below) is or will be required to authorize or is or 
will be required (a) in connection with the execution and delivery of any of the 
Transaction Documents by CPS, Finco or Subco or the performance of their obligations 
thereunder or (b) to ensure the validity, effectiveness or enforceability of the Transaction 
Documents. 

‘'Governmental Approval” means any consent, approval, license, 
authorization or validation of, or filing, recording or registration with any 
Governmental Authority (as defined in the Finco Credit Agreement) in the 
Province of Nova Scotia pursuant to any Applicable Laws (as defined in 
paragraph 8 above); 

10. There is no registration or transfer tax, stamp duty or similar levy or similar taxes, fees or 
charges payable in respect of the execution, delivery, validity, performance or 
enforcement of any of the Transaction Documents in the Province of Nova Scotia. 

1 1 . Each of CPS, Finco and Subco is subject to civil and commercial law with respect to its 
obligations under the Transaction Documents to which it is a party, and the execution, 
delivery and performance by any such entity of any such Transaction Document 
constitutes private and commercial acts rather than public or governmental acts. None of 
CPS, Finco or Subco, nor any of their respective properties or assets, has any sovereign 
immunity or any other immunity from the jurisdiction of any court or from any legal 
process (whether through service or notice, attachment prior to judgment, attachment in 
and of judgment, execution or otherwise). 

12. If any of the Transaction Documents are sought to be enforced in any action or 
proceeding in the Province of Nova Scotia m accordance with the laws applicable thereto 
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as chosen by the panics, namely the laws of the State of New York, one of the United 
States of America, in the case of the Finco Credit Agreement and Note delivered pursuant 
thereto, and the laws of the Province of Alberta for the other Transaction Documents (in 
each case, respectively the “Foreign Laws”), the Courts of the Province of Nova Scotia, 

a. would recognize the choice of laws provided that such choice of laws is bona fide 
(in the sense that it was not made with a view to avoiding the consequences of the 
laws of any other jurisdiction) and is not contrary to public policy, as such term is 
applied by the Province of Nova Scotia, and 

b. would apply the Foreign Laws in any such action or proceeding, to the extent 
specifically pleaded and proved as a fact by expert evidence, to all issues which, 
under the conflicts of laws rules of the Province of Nova Scotia, are to be 
determined in accordance with the proper or governing law of contract, except 
that in any such proceedings, such court: 

(i) will apply those laws of the Province of Nova Scotia which it characterizes 
as procedural and will not apply those Foreign Laws as such court 
characterizes as procedural; and 

(ii) will not apply those Foreign Laws which a court of the Province of Nova 
Scotia would characterize as expropriatory, penal, governmental revenue 
or similar laws or the application of which would be inconsistent with 
public policy, as such term is applied by such court 

(iii) A court in the Province of Nova Scotia has, however, an inherent power to 
decline to hear such an action if it is not the proper forum to hear such 
action or if concurrent proceedings are being brought elsewhere. 

13. It is not necessary under the laws of the Province of Nova Scotia (i) in order to enable 
either of Flagstaff or the Administrative Agent to enforce its rights under any Transaction 
Document or (ii) by reason only of the execution, delivery or performance Vy any of 
Flagstaff or the Administrative Agent of any Transaction Document, that such Person for 
such purposes only should be licensed, qualified or entitled to cany on business in Nova 
Scotia, provided that Flagstaff or the Administrative Agent, as applicable, has no other 
contact with Nova Scotia. 

'4 The laws of the Province of Nova Scotta permit an action to be brought based upon a 
final and conclusive in personam judgment for a definite sum of money rendered by any 
court of the State of New York or of the United States located in the State of New York 
having jurisdiction under its own domestic laws (the “Foreign Jurisdiction”) in respect of 
any suit, action or proceeding against CPS, Finco or Subco based upon any instruments 
or agreements entered into for the consummation of the transactions contemplated in the 
Finco Credit Agreement, without re-examination, review of the merits of the cause of 
action in respect of which the judgment was given or relitigation of the matters 


Moulton 


FOtA CONFIDENTIAL TREATMENT 
REQUESTED BY JPMC 


JPM-1 4-00535 



493 


B-2, page 7 


adjudicated upon or payment of any stamp, registration or similar tax or duty, provided 
that 


a. the judgment is neither void or voidable under the laws of the Foreign 
Jurisdiction, 

b. the judgment was not given or obtained by fraud or in a manner contrary to 
natural justice; 

c. the enforcement of the judgment would not be inconsistent with 

(i) public policy, as such terra is understood under the laws of the Province of 

Nova Scotia and the federal laws of Canada, or 

<ii) contrary to any order made by 

(A) the Attorney General of Canada under the Foreign Extraterritorial 
Measures Act (Canada) or 

(B) the Competition Tribunal under the Competition Act (Canada) in 
respect of certain judgments referred to therein, 

d. the judgment was not based on a clear mistake of law or fact, 

e. the judgment was not directly or indirectly for the payment of taxes or other 
charges of a like nature or of a fine or other penalty, 

f. there has been no prior judgment in another court between the same parties 
concerning the same issues as are dealt with in the judgment to be enforced in the 
Province of Nova Scotia, 

g. the enforcement of such judgment docs not involve the enforcement of any laws 
of the Foreign Jurisdiction which a Nova Scotia court would characfcerize as 
expropriatory, penal, governmental revenue or similar laws, and 

h. there has been compliance with die Limitation of Actions Act (Nova Scotia) 
which requires that any action to enforce a foreign judgment must be commenced 
within six yean of the date of the foreign judgment. 

The opinions expressed above are subject to the following qualifications: 

a. Enforceability of the Transaction Documents may be limited by applicable 
bankruptcy, reorganization, insolvency, moratorium, fraudulent conveyance or 
transfer and other similar laws now or hereafter in effect relating to or affecting 
creditors’ nghts generally; 


foia confidential treatment 

REQUESTED 8Y JPMC 


JP M~1 4-00536 



494 


B-2. page 8 


b. Enforcement of rights and remedies may be limited by general principles of 
equity, regardless of whether such enforcement is considered in a proceeding in 
equity or at law, and in this regard we have assumed that every party will exercise 
its rights and remedies under the Transaction Documents in good faith and in 
circumstances and in a manner which is commercially reasonable; 

c. Enforceability of the Transaction Documents is subject to the discretion of a court 
of competent jurisdiction to apply principles of equity or public policy, as such 
term is understood under the laws of the Province of Nova Scotia; 

d. A court in the Province of Nova Scotia may exercise discretion in the granting of 
equitable remedies such as specific performance and injunction; 

e. A court in the Province of Nova Scotia may decline to enforce those provisions of 
the Transaction Documents which purport to allow a determination, calculation or 
certificate of a party thereto as to any matter provided for therein to be final, 
conclusive and binding upon any other party thereto if such determination is 
found to be inaccurate on its face or to have been reached or made on an arbitrary 
or fraudulent basis; 

f. A court in the Province of Nova Scotia may consider the conduct or course of 
conduct of a party and require that it act with reasonableness. By way of 
example, and notwithstanding that any provision of the Transaction Documents 
purports to be due on demand, a party may be required to give reasonable time to 
a debtor to meet any demand for payment of its obligations before enforcing such 
provision; 

g. A court in the Province of Nova Scotia might not allow a party to exercise rights 
to accelerate the performance of obligations or otherwise seek the enforcement of 
the Transaction Documents based upon the occurrence of a default deemed 
immaterial; 

h. We express no opinion as to the enforceability of any provision of the Transaction 
Documents providing for the severance of illegal or unenforceable provisions 
from the remaining provisions of the Transaction Documents; 

i. We express no opinion as to the enforceability of any provision of the Transaction 
Documents which reautres a party to pay. or to indemnify any person for. the 
costs and expenses in connection with judicial proceedings, since those provisions 
may derogate from a court’s discretion to determine by whom and to what extent 
those costs should be paid; 

j. We express no opinion as to the enforceability of any provision of any of the 
Transaction Documents which states that modifications, amendments or waivers 
are not binding unless in wnting. 
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k. We express no opinion as to the enforceability of provisions of the Transaction 
Documents which may be characterized by a Court as an unenforceable penalty 
and not as a genuine pre-estimate of damage, or as an unenforceable forfeiture; 

!. We express no opinion as to the enforceability of any provisions in the 
Transaction Documents authorizing the exercise of “self help” remedies, or to any 
provisions therein constituting a waiver of constitutional or non-waivable 
statutory rights; and 

m. The Currency Act (Canada) precludes a court in the Province of Nova Scotia from 
giving judgment in any currency other than lawful money of Canada and such 
judgment may be based on a rate of exchange in existence on a date other than the 
date of payment 

We disclaim any responsibility to update or supplement this opinion with respect to any changes 
in law or future events affecting the transactions contemplated by the Finco Credit Agreement. 
This opinion may be relied upon by you (and any of your successors and assignees pursuant to an 
assignment by you of any rights under any Transaction Document pursuant to the terms thereof) 
only in conjunction with the Finco Credit Agreement and the Transaction Documents and may 
not be used or relied upon by you for any other purpose or by any other person for any purpose 
whatsoever, without in each instance our prior written consent 

Yours truly, 
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SCHEDULE I 
TO THE 

NOVA SCOTIA OPINION 
ADDRESSEES 


Flagstaff Capital Corporation 

The Chase Manhattan Bank, as Administrative Agent under the Finco Credit Agreement 

The Chase Manhattan Bank, as Administrative Agent (as defined in the Credit and Security 
Agreement dated as of the date here among Flagstaff Capital Corporation, the Lenders named 
therein, and The Chase Manhattan Bank, as administrative agent and collateral agent, (the 
“Flagstaff Credit Agreement")) 

The Chase Manhattan Bank, as Collateral Agent (as defined in the Flagstaff Credit Agreement) 
Each Lender now or hereafter party to the Flagstaff Credit Agreement 
The Swap Counterparty (as defined in the Flagstaff Credit Agreement) 
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EXHIBIT B-J 

FORM OF OPINION OF BRACEWELL & PATTERSON, L.L.P. 

COUNSEL TO ENRON 

(LETTERHEAD OF BRACEWELL & PATTERSON, L.L.P,] 


Each of the Addressees Listed in 
the Attached Schedule I 

Ladies and Gentlemen: 

We have acted as New York counsel for Enron Corp., an Oregon corporation (the 
“Company”), for Hansen Investments Co., a Nova Scotia unlimited liability company 
(“Hansen”), and for Newman Investments Co., a Nova Scotia unlimited liability company 
(“Newman”), in connection with the transactions contemplated by the Credit Agreement (the 
“Hansen Credit Agreement’*) of even date herewith among Hansen, as borrower. Flagstaff 
Capital Corporation, as lender, and The Chase Manhattan Bank, as administrative agent This 
opinion is being rendered pursuant to Section 4.01(bXvii) of the Hansen Credit Agreement 
Capitalized toms used herein and not otherwise defined herein shall have the same meanings 
herein as ascribed thereto in the Hansen Credit Agreement 

In rendering the opinions set forth below, we have reviewed the documents set forth on 
Schedule II attached hereto (collectively referred to herein as the ‘ Transaction Documents ”, and 
items l through 7 on Schedule II are referred to herein as the “ New York Documents ’*) and such 
other records, certificates and documents as we have deemed relevant for the purposes of such 
opinions. 

As to any facts material to our opinion, we have made no independent investigation of 
such facts and have relied, to the extent that we deem such reliance proper, upon certificates of 
public officials and officers or other representatives of the Company and on the representations 
and warranties set forth in the Transaction Documents, all of which we assume to be true, correct 
and complete. 

In rendering the opinions expressed below, we have assumed (i) the legal capacity of all 
natural persons, (ii) the genuineness of all signatures, (iii) the authenticity of all documents and 
records submitted to us as ongmais, and tiv) the conformity to authentic ongmaJ documents and 
records of all documents ana records submitted to us as copies. In addinon we have assumed 
that the Transaction Documents have been duly authorized, executed and delivered by each party 
thereto (other than the Company, Hansen and Newman) and constitute valid, binding and 
enforceable obligations of such parties (other than the Company, Hansen and Newman) and that 
(t) the laws of any jurisdiction other than the jurisdictions that are the subject of this opinion do 
not affect the terms of the Transaction Documents and (ii) each party thereto (other than the 
Company, Hansen and Newman) have complied with all legal requirements that are applicable to 
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them to the extent necessary to make the Transaction Documents enforceable. We have also 
assumed that each party to the Transaction Document (other than the Company, Hansen and 
Newman) was duly organized and is validly existing under the laws of such party’s jurisdiction 
of formation, has full power and authority to execute, deliver and perform the Transaction 
Documents to which it is a party and has taken all necessary legal action to authorize the 
execution, delivery and performance of each Transaction Document to which it is a party, and 
that each such Transaction Document does not contravene the constitutive documents of such 
party. 

The opinions expressed below in paragraphs 4 and 5 are based upon and in reliance upon 
the opinion of James V. Derrick, Jr. of even date hereto (the “ Enron Opinion ”), a copy of which 
has been delivered to you. We have examined the Enron Opinion and such opinion is in form 
and scope satisfactory to us and we believe we and you are justified in relying thereon. 
However, we have made no independent investigation in respect of such opinion and have 
assumed its accuracy and completeness. To the extent that the Enron Opinion is based upon an 
assumption or is made subject to any limitation, qualification or exception, our opinion given in 
reliance thereon is based upon such assumptions and is subject to such limitations, qualifications 
or exceptions. We do not, however, assume any liability for any opinion expressed in the Enron 
Opinion. 


Based upon the foregoing, and subject to the assumptions, qualifications, exceptions and 
limitations set forth herein, it is our opinion that: 

l. The execution and delivery by the Company, Newman and Hansen of each 
Transaction Document to which it is a party and the performance by each of the Company, 
Hansen and Newman of its respective obligations thereunder, do not result in a violation of 
Applicable Laws (as defined below). 

“ Applicable Laws " means those laws, rules and regulations of the State of New York and 
the United States of America and the rules and regulations adopted thereunder, which, in our 
experience, are normally applicable to transactions of the type contemplated by, as applicable, 
the Transaction -Documents. Furthermore, the term “Applicable Laws” does not includd, and we 
express no opinion with regard to (a) any New York or federal law, rule or regulation relating to 
(i) pollution or protection of the environment, (ii) zoning, land use, building or construction, (iii) 
occupational, safety and health or other similar matters, or (iv) labor, employee rights and 
benefits, including the Employment Retirement Income Security Act of 1974, as amended, (v) 
intellectual property laws, (vi) the regulation of utilities, (vii) antitrust laws, (viii) tax laws, rules 
or regulations, (ix) state or federal securities laws, and (b) laws of any counties, cities, towns, 
municipalities and special polincai suodivisions and agencies thereof. 
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2. No Governmental Approval {as defined below) which has not been obtained or 
taken and is not in full force and effect, is required to authorize or is required in connection with 
the execution, delivery or performance of any of the Transaction Documents by the Company. 
Hansen or Newman. 

“ Governmental Approvals ” means any consent, approval, license, authorization or 
validation of, or filing, recording or registration with, any Governmental Authority pursuant to 
any Applicable Laws {as defined m paragraph 1 above). 

3. Each New York Document to which the Company, Hansen or Newman is a party 
constitutes the legal, valid and binding obligation of die Company, Hansen or Newman, as 
applicable, enforceable against such Person in accordance with its respective terms, 

4. Neither of Hansen nor Newman is a “holding company”, or a “subsidiary 
company" of a "holding company", or an "affiliate" of a “holding company" or of a “subsidiary 
company" of a “holding company” within the meaning of the Public Utility Company Act of 
1935, as amended. 

5. Neither the Hansen nor Newman is an “investment company” or a company 
“controlled" by an “investment company”, as such terms are defined in the Investment Company 
Act of 1940, as amended. 

6. The choice of New York law as the governing law that is contained in any New 
York Document will be recognized by the courts of the State of New York, the State of Texas 
and federal courts applying New York law as a valid choice of law in any action to enforce such 
New York Document. 

7. The execution and delivery by Hansen and Newman of each of the Transaction 
Documents to which it is a party do not, and the performance by Hansen and Newman of their 
respective obligations thereunder will not (a) breach or result in a default of under any of the 
Transaction Documents, (b) to our knowledge, result in any violation of any order, writ, 
judgment or decree or (c) to our knowledge, result in the creation or imposition of any Hen on 
any properties of either Hansen or Newman, other than as may be contemplated by the 
Transaction Documents. 

8. To our knowledge, neither Hansen nor Newman is a party to any pending or 
overtly threatened in writing action or proceeding that (a) may adversely affect the transactions 
contemplated by the Transaction Documents or (b) if determined adversely, involve a reasonable 
possibility of materially and adversely affecting the business, condition or operations of either 
Hansen or Newman. 

The opinions set forth above are subject to the following qualifications and exceptions: 
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(a) The enforceability of each Transaction Document and the provisions thereof may 
be limited by (i) bankruptcy, insolvency, reorganization, fraudulent transfer and 
conveyance, preferential transfer, moratorium or other laws now or hereinafter in effect 
relating to or affecting enforcement of creditors’ rights and remedies generally; <ti) 
genera! principles of equity (including without limitation, concepts of materiality, 
reasonableness, good faith and fair dealing), regardless of whether such enforcement is 
considered m a proceeding in equity or at law; (iii) commercial reasonableness and 
unconscionabiliry and an implied covenant of good faith and fair dealing; (iv) the power 
of the courts to award damages in lieu of equitable remedies; (v) public policy underlying 
Applicable Laws with respect to rights to indemnification and contribution and (vi) 
possible unavailability of specific performance or injunctive relief. 

(b) With respect to our opinion set forth in paragraph 3 above, we express no opinion 
with respect to the validity or enforceability of the following provisions to the extent that 
they are contained in the Transaction Documents: (i) provisions releasing, exculpating or 
exempting a party from, or requiring indemnification or contribution of a party for, 
liability for its own negligence or to the extent that the same are inconsistent with the 
public policy underlying any law, rule or regulation; (ii) enforceability of provisions 
purporting to restrict access to legal or equitable remedies or purporting to establish 
evidentiary standards; (iii) provisions relating to subrogation rights, delay or omission of 
enforcement of rights or remedies, waivers or ratifications of future acts, the rights of 
third parties, prohibitions against the transfer, alienation, or hypothecation of property, 
indemnity, severance, marshalling of assets, transferability of assets which by their nature 
are non-transferable, or sales in inverse order of alienation; (iv) provisions restricting 
access to courts or to legal or equitable remedies or purporting to affect the jurisdiction or 
venue of courts, including the waiver of a right to a hearing on forum non conveniens 
(other than the courts of the State of New York with respect to the New York 
Documents); (v) provisions setting out methods or procedures for service of process; (vi) 
provisions purporting to vest jurisdiction over any property in any court to the extent that 
such property is not in such jurisdiction; (vii) provisions purporting to waive, subordinate 
or not give effect to rights to notice, demands, legal defenses, immunities, statutes of 
limitations, trial by jury or other laws, rights or benefits that cannot be waived, 
subordinated or rendered ineffective undeT applicable law; (viii) provisions relating to 
powers of attorney, severability, subrogation or set-offs; (ix) provisions providing that 
decisions by a party are conclusive or based on its sole or absolute discretion; and (x) 
provisions that require the payment of liquidated damages, if and to the extent actual 
damages are not difficult to determine or the liquidated damages stipulated are 
disproportionate to the actual loss of the party claiming such damages or which would 
otherwise constitute a penalty. 

icl We have assumed that no undue influence, deceit, fraud, dishonesty, forgery, 
coercion, duress or breach of fiduciary duty exists or will exist with respect to matters 
relevant to the transactions contemplated by the Transaction Documents. 
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(d) We express no opinion as to (i) the compliance of the transactions contemplated 
by the Transaction Documents with any regulations or governmental requirements 
applicable to any party other than the Company, Hansen or Newman; (ii) the financial 
condition or solvency of the Company, Hansen or Newman; (iii) the ability (financial or 
otherwise) of the Company, Hansen or Newman or any other party to meet their 
respective obligations under the Transaction Documents; (iv) the value of any security 
provided to secure the payment of obligations contemplated by the Credit Agreement; 
and (v) the conformity of the Transaction Documents to any term sheet or commitment 
letter. 

(e) With respect to the enforceability of the Transaction Documents, we have 
assumed that value has been given by the parties thereto. 

(f) With respect to our opinion set forth in paragraph 3 above (insofar as such opinion 
relates to the enforceability under New York law of the choice-of-law provision of any 
Transaction Document choosing New York law as the governing law thereof) is rendered 
in reliance upon the Act of July 19, 1984, ch. 421, 1984 McKinney's Sess. Law of N.Y. 
1406 (codified at N.Y. Gen. Oblig. Law §{5-1401, 5-1402 (McKinney 1989) and N.Y. 
CPLR 327(b) (McKinney (1990)) (the "Act”) and is subject to the qualification that such 
enforceability (i) as specified in the Act, does not apply to the extent provided to the 
contrary in subsection two of Section 1-105 of the New Yoik Uniform Commercial Code 
and (ii) as specified in the Act, does not apply to a contract for labor or personal services. 

(g) Our opinion in paragraph 6 above is based upon Section 35.51 of the Texas 
Business and Commerce Code. To our knowledge. Section 35.51 of the Texas Business 
and Commerce Code has never been judicially construed, and we are relying on the literal 
working of such statute. 

(h) To the extent our opinion in paragraph 6 regarding the choice of New York law 
under the Transaction Documents relates to our opinions in paragraph 3 above with 
respect to Applicable Laws of the State of Texas and Governmental Approvals of Texas 
state courts or governmental bodies or authorities of the State of Texas, are rendered 
based upon, and are qualified in all respects by, such opinion in paragraph 6. 

In addition, we wish to point out that courts applying New York conflict of law rules may 
determine that the following matters are governed by laws of jurisdictions other than the State of 
New York: (i) the due formation and existence of the parties io the Transaction Documents, their 
respective power to enter into the Transaction Documents, their respective authorization, 
execution and delivery of the Transaction Documents, and similar matters governed by the 
applicable laws of the jurisdictions under which such parties were formed; (ii) whether a 
transaction transfers or creates and interest in property for security purposes or otherwise, the 
nature of an interest in property that is transferred or created by a transacuon, the manner and 
effect of recording or failing to record evidence of a transaction that transfers or creates an 
interest in property, and similar matters relating to title to property or the creation, assignment. 


rtcusion 


i- — s 


FOIA CONFIDENTIAL TREATMENT 
REQUESTED BY JPMC 


JPM-1 4-00544 



502 


B-3. page t 


conveyance, foreclosure or other transfer of interests in property, which matters may be governed 
by the laws of jurisdictions where such property {or the holder thereof) is or is deemed to be 
located {including, without limitation. Section 9-103 of the New York Uniform Commercial 
Code); and (iii) remedies as against principals, rights of subrogation, and similar matters that 
may be considered to be governed by procedural laws. 

We express no opinion as to the laws of any jurisdiction other than; (i) the laws of the 
State of New York; <ii) the General Corporation Law of the State of Delaware; (iii) the federal 
laws of the United States of America and (iv) as indicated in paragraph 6 above and the related 
qualifications, the laws of the State of Texas. 

This law firm is a registered limited liability partnership organized under the laws of the 
State of Texas. 

This opinion letter is rendered as of the date set forth above and we expressly disclaim 
any obligation to update this letter after the date hereof. 

This opinion letter is given solely for your benefit in connection with the transactions 
contemplated by the Transaction Documents and may not be relied upon by any person other 
than you or for any other purpose without our prior written consent. This opinion letter may not 
be furnished, without our prior consent, to any person other than you. The opinions expressed 
herein are of the date hereof only, and we specifically disclaim any responsibility to update such 
opinions or to advise you of subsequent developments affecting such opinions that hereafter may 
come to our attention. 


Very truly yours. 


BRACEWEIL & PATTERSON, L.L.P. 
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SCHEDULE I 
to 

OPINION OF BRACEWELL & PATTERSON, L.L.P. 
ADDRESSEES 


Flagstaff Capital Corporation 

The Chase Manhattan Bank, as Administrative Agent under the Hansen Credit Agreement 

The Chase Manhattan Bank, as Administrative Agent under and as defined in the Flagstaff Credit 
Agreement 

The Chase Manhattan Bank, as Collateral Agent under and as defined in the Flagstaff Credit 
Agreement 

Each Lender now or hereafter parry to the Flagstaff Credit Agreement 
The Swap Counterparry 
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SCHEDl-LE II 
to 

OPINION OF BRACEWELL & PATTERSON, L.L.P. 

TRANSACTION DOCUMENTS 

We have reviewed executed copies of the following, each dated of even date herewith: 

1 . the Hansen Credit Agreement; 

2 . the Note delivered pursuant to the Hansen Credit Agreement; 

3. the Hansen Consent; 

4. the Enron Consent; 

5. the Put Option Agreement; 

6. the Total Return Swap Agreement; 

7. the Enron Agreement; 

8. the Subscription Agreement; 

9. the Subscription Payment Assumption Agreement; and 

1 0. the Warrant Agreement. 
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EXHIBIT B-4 

FORM OF OPINION OF JAMES V. DERRICK. JR. 

[TO COME] 


June , 200! 


To the addressees listed on 
Schedule I hereto 

Ladies and Gentlemen: 

As Executive Vice President and General Counsel of Enron Corp., an Oregon corporation 
("Enron"), I am familiar with the documents listed in Schedule II hereto (the Transaction 
Documents”). This opinion is being furnished to you pursuant to Section 4.01 (bXw) of the Credit 

Agreement dated June , 2001 among Hansen Investments Co., as Borrower, Flagstaff Capital 

Corporation, as Lender, and The Chase Manhattan Bank, as Administrative Agent (the “Credit 
Agreement”). 

In rendering the opinions hereinafter set forth, I (or other attorneys in the Enron legal 
department) examined the Transaction Documents and relied upon original, photostatic or certified 
copies of such agreements, documents, instruments, corporate records, and certificates of officers of 
Enron and of public officials as I (or such attorneys) deemed relevant and necessary as the basis for 
the opinions hereinafter expressed. In such examination, I (or such attorneys) assumed the 
genuineness of all signatures (other than signatures of officers of Enron on the Transaction 
Documents), the authenticity of all documents submitted to me (or such attorneys) as originals, and 
the conformity to original documents of all documents submitted to me (or such attorneys) as 
photostatic or certi fied copies. . 

Based on the foregoing, and subject to the assumptions, qualifications and explanations set 
forth herein, I am of the opinion that: 

1. Enron is a corporation duly incorporated, validly existing and in good 
standing under the iaws of the State of Oregon. 

2. The execution, delivery and performance by Enron of the Transaction 
Documents to which it is a parry are within its corporate powers. The Transaction 
Documents to which Enron is a party have been duly authorized by all necessary corporate 
action of Enron, and have been duly executed and delivered by Enron. 
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3. The execution, delivery and performance by Enron of the Transaction 
Documents to which it is a pany, and the consummation by Enron of the transaaions 
evidenced thereby do not constitute a contravention or default by Enron under (a) Enron’s 
Amended and Restated Articles of Incorporation or Bylaws, each as amended, (b) any 
judgment, injunction, order or decree known to me to be binding upon Enron, or (c) any 
contractual restriction contained in any material (meaning for the purposes of this opinion 
those creating a monetary liability of S 100,000,000 or more) contract, agreement indenture, 
mongage, bond, note or any guaranty of any of such obligations, in each case known to me 
and to which Enron is subject. 

4. The execution, delivery and performance by Enron of the Transaction 
Documents to which it is a party will not result in the creation or imposition of any lien, 
security interest or other charge or encumbrance on any asset of Enron, other than (a) 
pursuant to the Transaction Documents or (b) those that would not materially and adversely 
affect (i) the business, consolidated financial position or consolidated results of operations 
of Enron and its subsidiaries taken as a whole, or (ii) the ability of Enron to perform its 
obligations under the Transaction Documents. 

5. Except as disclosed in Enron’s (i) Annual Report to Shareholders for the 
year ended December 31, 2000, (ii) Annual Report on Form 10-K for the year ended 
December 31, 2000, (in) Quarterly Report on Form 10-Q for the period ended March 31, 
2001 (iv) definitive proxy statement with respect to its Annual Meeting of Stockholders 
held May 1,2001, to my knowledge there is no action, suit or proceeding pending or 
threatened against Enron or any of its subsidiaries before any court or arbitrator, or any 
governmental body, agency or official (a) with respect to the Transaction Documents, or (b) 
in which there is a reasonable possibility of an adverse decision that would materially and 
adversely affect (i) the business, consolidated financial position or consolidated results of 
operations of Enron and its subsidiaries taken as a whole, or (ii) the ability of Enron to 
perform its obligations under the Transaction Documents. 

6. Enron is not an “investment company" within the meaning of the 
Investment Company Act of 1 940, as amended. 

7. Enron is not subject to, or is exempt from regulation as a “holding 
company", or a “subsidiary company" of a “holding company", in each case under the 
Public Utility Holding Company Act of 1935, as amended. 

The opinions set forth above are subject m all respects to the following qualifications: 

(a) In rendering the opinion expressed in paragraph 3 above, neither 1 nor any other 
attorney in the Enron legal department has made any examination of any accounting or financial 
matters related to covenants contained m certain documents to which Enron may be subject, and I 
express no opinion with respect thereto. 


Houston 
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(b) In rendering the opinion expressed in paragraph 5 above, I (or other attorneys in the 
Enron legal department) have oniy reviewed the files and records of Enron, and have consulted 
with such senior Enron officers as I (or such attorneys) have deemed necessary. 

(c) The opinions expressed herein are as of the date hereof only, and 1 assume no 
obligation to update or supplement such opinions to reflect any fact or circumstance that may 
hereafter come to my attention, or any changes in law that may hereafter occur or become effective. 

(d) 1 am a membeT of the bar of the State of Texas. This opinion relates solely to 
matters of Texas law, federal law and the Oregon Business Corporation Act. 

This opinion is furnished in connection with the transactions contemplated by the 
Transaction Documents and may not be relied upon in connection with any other transaction or 
by any person other than you; provided, however, Bracewell & Patterson, L.L.P. may rely upon 
this opinion for purposes of rendering its opinion in connection with the Transaction Documents. 


Very truly yours. 


PQIA 
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Schedule I 
Addressees 

The Chase Manhattan Bank, as Administrative Agent under the Credit Agreement 

The Chase Manhattan Bank, as Administrative Agent (as defined in the Credit and Security 

Agreement dated as of June , 2001 , among Flagstaff Capital Corporation, as borrower, the 

financial institutions named as Lenders therein, and The Chase Manhattan Bank, as 
administrative agent and as collateral agent, (the “Flagstaff Credit Agreement)) 

The Chase Manhattan Bank, as Collateral Agent (as defined in the Flagstaff Credit Agreement) 

Each Lender now or hereafter party to the Flagstaff Credit Agreement 

The Swap Counterparty (as defined in the Flagstaff Credit Agreement) 


Houston 4' 
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Schedule II 


ISDA Master Agreement dated June , 2001 between Enron Corp. and Flagstaff Capital 

Corporation; 

Schedule to the ISDA Master Agreement dated June 2001 between Enron Corp. and Flagstaff 
Capital Corporation; 

Total Return Swap Confirmation dated June , 2001 between Enron Corp. and Flagstaff Capital 

Corporation; 

Put Option Agreement dated June , 2001 between Enron Corp. and Flagstaff Capital 

Corporation; 

Enron Consent dated June , 2001 executed by Enron Corp.; and 

Enron Agreement dated June , 2001 by Enron Corp. in favor of Flagstaff Capital Corporation 

and the Indemnified Persons referred to therein. 


H 
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FORM OF 

COMPLIANCE CERTIFICATE 

This Certificate is furnished pursuant to Section 4.0i(bXxii) of the Credit Agreement, 
dated as of June 22, 2001 (as amended, modified, renewed or extended from time to time, the 
" Hansen Credit Agreement ”), among Hansen Investments Co., as borrower (the " Borrower ”). 
Flagstaff Capital Corporation, as lender, and The Chase Manhattan Bank, as administrative 
agent. Capitalized terms used but not otherwise defined herein shall have the meanings given 
such terms in the Hansen Credit Agreement. 

The undersigned hereby certifies that he is the Vice President and Secretary of the 
Borrower, and that as such he is authorized to execute this certificate on behalf of the Borrower. 
The undersigned represents and warrants, to the best of his knowledge, in such capacity, as 
follows: 


(a) As of the date hereof, the Borrower is in compliance with ail terms, 
conditions and agreements applicable to it in the Operative Documents. 

(b) As of the date hereof, there exists no Default or Event of Default. 

Executed and delivered this 22nd day of June, 2001 . 

[Signature Page Follows] 
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[Signature Page to Compliance Certificate j 

HANSEN HWESTMENTS CO. 

By: 

Name: 

Title: 
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IN WITNESS WHEREOF, the parties hereto have caused this Agreement to be 
duly executed by their respective authorized officers as of the day and year first above written, 

HANSEN INVESTMENTS CO 
as Borrower 



Name: Peter C.ft. Keohane 

Title: Vlce President and Secretary 


FLAGSTAFF CAPITAL CORPORATION, 
as Lender 


By: 

Bruce Hendrick 
President 


THE CHASE MANHATTAN BANK, 
as Administrative Agent 


By: 

Robert W. Traband 
Vice President 
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[Signature Page to Credit Agreement] 


IN WITNESS WHEREOF, the parties hereto have caused this Agreement to be 
duly executed by their respective authorized officers as of the day and year first above written. 

HANSEN INVESTMENTS CO. 
as Borrower 


By: 

Name: 

Title: 


FLAGSTAFF CAPITAL CORPORATION, 
as Lender 

Bv: L-JUL 

Bruce Hendrick\/ 

President 


THE CHASE MANHATTAN BANK, 
as Administrative Agent 



Robert W. Traband 
Vice President 
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Suite 3 SCO, East Tower, Bankers Hail 
855 -l* Street S.W. 

Calgary, Alberta, Canada 
T2P4JS 


June 22. 2001 


Enron North America Corp. 
1400 Smith Street 
Houston, Texas 

77002 

U.SA. 


Telephone: 403 260.9600 
Facsimile: 403.260.9700 
www.blakea.com 

Wallace Y. Shaw 
Barrister <& Solicitor 
Direct Dial: 403160.9766 
E-mail: wally.shaw@blakes.com 

Reference: 84411/16 


AKgntiQn; StgphcnPQ’iglaa, Ssnfcr PlraiM 

Dear Sirs: 


Rfr Canadian Tax Consequences of Proposed Financing 

You have asked for our opinion concerning the principal Canadian federal tax considerations under the Income Tax 
Act (Canada) (the "Act") in connection with the proposed financing structure (the "Financing’*) as described below. 


I. FACTS ASSUM2D 


Following is our understanding of the relevant facts including the terms of the documents (the "Operating 

Agreements") described in Section H(d) hereof: 

1 . Compagnie P spiers Stadacona, Lice, a private Panarijan unlimited liability company ("Canco") indirectly 
controlled by a limited partnership (the "Partnership") (the General Partner of which is controlled by Enron 
Corp. ("Parent")) acquired all of the shares of Diishowa Forest Products Limited, a Canadian private 
operating company ("Target") which had a wholly owned operating subsidiary Compagnie de Papiers 
Stadacona, Lice (the "Subsidiary"). The purchase price was initially to be funded by a loan from Parent 
(the "Parent Loan"). Following the acquisition and Financing, a series of transactions will take place 
resulting in substantially all of the assets of Target and Subsidiary being held by Canco. Canco will 
continue to have substantial Canadian business operations through the life of the financing described 
below. None of Canco and any of its subsidiaries is a "financial institution" as defined in subsection 
142.2(1) of the Act or as defined in subsection 181(1) of the Act 

2. J.P. Morgan ("JP") has established Flagstaff Capital Corporation ("SPV") as a special purpose entity under 
the laws of Delaware. SPV is a corporation resident in the United States and entitled to the benefits of the 
Canada-United States Income Tax Convention (the "Treaty"). 

3. Canco has incorporated two new wholly owned Canadian subsidiaries ("Finco") and ("Subco") which are 
unlimited liability corporations. 

4. Finco will borrow approximately SI. 5 billion from SPV pursuant to the Finco Credit Agreement (the 
"Finco Loan"). The Finco Loan is subject to support agreements (the "Support Agreements") between SPV 
and Parent as reflected in the Warrant, the Put Option Agreement, the Enron Agreement, the 1SDA Master 
Agreement, the Total Return Swap Confirmation and the Performance Guarantee pursuant to which Parent 

30359430.11 
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supports the ultimate payment of the Finco Loam The maturity date of the Finco Loan is five years plus 
one day from the date of drawdown. All of the Finco Loan principal is payable at maturity. Interest on the 
Finco Loan is payable at a fixed market rater 

5. Finco will on lend the borrowed funds to Canco (the "Canco Loan") which will use a portion of the 
borrowed ftatds to repay the Parent Loan and the balance will be loaned (the "Opco Loan") to an existing 
C a nadi a n private corporation ("Opco") controlled by Parent which carries on business in Canada. Opco 
will use the Opco Loan for the purpose of earning income from its Canadian business, including repaying 
loans, the proceeds from which were used for the purpose of earning income from its Canadian business or 
as subscription proceeds for preferred shares of a Canadian private corporation related to it (Opco H). 
Opco Q will in turn use the proceeds of the share subscription lor the purpose of earning income from its 
Canadian business, including paying an affiliate of Parent to terminate "out-of-the-money" contracts 
between Puent ind Opco n . The inrerest rate on the Opco Loan will exceed by .01% the interest rate on 
the Canco Loan which will in torn exceed the interest rate on the Finco loan by (.•%}. The dividend rate 
on such preferred shares of Opco II will exceed the interest rate on the Opco Loan by .01%. 

fi. Parent will subscribe and pay Opco n approximately $1 billion (the "Opco Capitalization") in consideration 
of the issuance by Opco H of that number of redeemable, retractable preferred shares of Opco II which 
have a redemption amount equal to the Opco Capitalization. Opco II will use the Opco Capitalization to 
subscribe usd pay for one billion $1.00 redeemable, retractable preferred shares of Opco which have an 
aggregate federation amount equal to the Opco Capitalization (die "Opco Preferred Sham"). Opco will 
use the Opco Capitalization to subscribe and pay for that number of $1.00 redeemable, retractable 
cumulative preferred shares of Subco which have an aggregate redemption amount equal to the Opco 
Capitalization (the "Subco Shares"). 

7. Subco and Finco will then enter into an agreement (die "Subscription Agreement") pursuant to which 
Subco agrees to subscribe for and Finco agrees to issue that number of non-voting $1.00 redeemable 
retractable convertible preferred shares of Finco which have an aggregate redemption amount equal to the 
principal amount of the Finco Loan (the "Class A Preferred Shares") for an amount equal to such aggregate 
redemption amount (the "Subscription Price"). At the inception of the agreement, Subco pays Finco $10, 
and the remaining subscription price (the "Subscription Balance”) is payable immediately after the Finco 
Loan is repaid in fill!, Subco’s obligation to pay the Subscription Balance is subject to toe condition that 
SPV has received repayment of the Finco Loan. 

8. Subco will enter into an agreement with SPV (the "Assumption A g re eme nt") pursuant to which SPV 
assumes Subco's obligation to pay the Subscription Balance to Finco in consideration for the current 
payment by Subco to SPV of an amount equal to the Opco Capitalization (the "Assumption Payment"). 
Subco will retain the right to receive the Class A Preferred Shares. Finco will acknowledge the assumption 
and release Subco from its obligations under the Subscription Agreement such that Finco may look only to 
SPV to receive the Subscription Balance. SP^s obligation to pay the Subscription Balance will be subject 
to the same conditions that applied to Subco's obligations under the Subscription Agreement (The 
Assumption Payment will he deposited with an escrow agent for release to SPV upon SPV having made the 
Finco Lean). 

9. Upon the Finco Loan becoming payable: 

(a) Canco will repay the principal of the Canco Loan to Finco. The funds to repay the Canco Loan 
will be provided from the repayment by Opco of the Opco Loan and from Canco’s available funds. 
It is expected that any shortfall would be funded by Parent. 

(b) Finco will repay the principal amount of the Finco Loan to SPV; 

(c) SPV will piy the Subscription Balance under the Assumption Agreement to Finco; 
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(d) Fines will issue die Class A Preferred Shares to Subco. 

(e) The obligations under (b) and (c) may be set off upon die Finco Loan becoming payable, 

II. SCOPS OF REVIEW 

(a) Basis of Opinion 

Our opinions are baaed upon the current provisions of the Act, the current regulations under the 
Act (the “Regulations'”), all specific proposed amendments to the Act and Regulations detailed in 
public statements issued by the Department of Finance, Canada prior to the date hereof and our 
understanding of the current administrative policies and assessing practices of the Canada 
Customs and Revenue Agency (“Revenue Canada”). The opinion dees not address capital tax 
issues other than the large corporation tax pursuant to Part L3 of the Act Our opinion do not 
otherwise anticipate any changes in law or administrative or assessing practices, whether by 
legislative or other governmental or judicial action, nor do they take into account or consider any 
sales, use, or goods and services taxes or any provincial, territorial or foreign income or other tax 
legislation or considerations (apart from the provincial capital tax issues specifically referred to). 
In addition, our opinions do not anticipate any changes In judicial interpretation of common law 
doctrines or the general principles of judicial Intopretation applicable to tax legislation. It is 
possible that, by the time die matters described above are considered by a court, jurisprudence or 
administrative practice may have developed which would dictate a result at variance from our 
opinions. Unless otherwise indicated, our opinions are cot intended to be and should not be 
construed as opinions with respect to the likelihood of Revenue Canada challenging the proposed 
transactions. Rather, our opinions are intended to state our views as to the manner in which these 
matters would be dealt with by a court in the event that litigation ensues. 

Our opinion assumes all transactions contemplated herein are carried cut in the manner described, 
all such transactions are legally effective and, in particular, all funds flow and are sourced and 
used in the specific manner described herein. 

It is to be noted that we have not provided legal or tax advice to any person other than Enron 
North America Corp. in connection with the proposed transactions and no other person is entitled 
to rely on this letter. 

We also note that any distribution of this letter to any person other than the addressee may cause it 
to lose its status as a privileged communication. Circulation of this letter should therefore be 
carefully monitored. 

(b) Documents Reviewed 

(i) Enron Agreement by Enron Corp. in favour of SPV and The 
Indemnified Persons Referred to Therein (the "Enron 
Agreement); 

(ii) Credit Agreement among, Finco, SPV and The Chase 
Manhattan Bank (the "Finco Credit Agreement*); 

(iii) Credit and Security Agreement among SPV, Lenders and The 
Chase Manhattan Bank (the “Flagstaff Credit Agreement"); 

(iv) Put Option Agreement between Parent and SPV (the "Put 
Option Agreement"); 
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(v) Total Return Swap Confirmation (the Total Return Swap 
Agreement"); 

(vi) Schedule to the 1SDA Master Agreement between Enron Corp. 
and SPV (the Tool Return Swap Agreement' 1 }; 

(vti) Warrant Agreement between Ficco Inc. and SPV (the "Warrant 
Agreement"); 

(viii) Share Subscription Agreement between Finco and Subco (the 
"Share Subscription Agreement"); 

(ix) Subscription Payment Assumption Agreement among SPV, 

Subco and Finco (the "Subscription Payment Assumption 
Agreement*); 

(x) Administration Agreement between SPV and The Chase 
Manhattan Sack (the "Administration Agreement"); 

(xi) Performance Guaranty Agreement between The Chase 
Manhattan Bank in favour of die Beneficiaries Named Therein 
(the "Performance Guarantee”); and 

(xii) Amended and Restated Limited Partnership Agreement of 
Sundance Industrial Partners, L.P. (the "Limited Partnership 
Agreement"), 

IK. SUMMARY OF CONCLUSIONS 

Subject to the understandings, assumptions, qualifications, discussions, recommendations and analysis contained 
herein, in our opinion (unless otherwise defined, capitalized terms have the meaning- given thereto in the 
Documents): 

(a) the interest and Make Whole Payment (if applicable) paid by Finco to SPV in respect of the Finco 
Loan should be exempt from withholding tax under the Act by reason of the exemption contained 
in subparagraph 2 1 2( l)(b)(vu) of the Act; 

(b) but for dm provisions of subsection 18(4) of the Act, the interest payable by Finco to SPV in 
accordance with the terms of the Finco Loan would be deductible to Finco in computing its 
income pursuant to paragraph 20(lXc) of the Act, and such deductibility should not be denied by 
reason of subsection 1 8(4) of the Act; 

(c) subsection 17(1) of the Act should not apply to require Finco or Subco to include any imputed 
interest amount in income with respect to SPVs obligation under the Assumption Agreement; 

(d) neither Subco nor Finco should be required to include any amount in its income on an accrual 
basis pursuant to subsection 12(3) of the Act and Regulation 7000 by reason of SPVs obligation 
to Finco under the Assumption Agreement; 

(e) the issuance of the Class A Preferred Shares by Finco and acquisition thereof by Subco pursuant 
to the Subscription Agreement will not in and of itself result in Subco realizing a capital gain for 
the purposes of the Act; 
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(f) Safeco will set be required tc include any amount in its income pursuant to subsection 16(1) af the 
Act by reason of the acquisition of the Class A Preferred Shares pursuant to the Subscription 
Agreement; 

(i) the interest paid by Canco to Ficcn in accordance with the terms of the Canco loan should be 
deductible to Caeca in computing its income pursuant to paragraph 20(1 }(c) of the Act, provided 
that Canco uses the proceeds of the Canco Loan for the purpose of earning income firm a business 
or property and the use of such proceeds to repay the Parent Loan and make the Opco Loan should 
qualify for such purposes; 

(h) the interest payable by Opco to Canco in accordance with the terms of the Opco low should be 
deductible to Opco in confuting its income pursuant to paragraph 2C(l)(c) of the Act, provided 
that Opco uses the proceeds of the Opco Loan for the purpose of earning inconn from a business 
or property (other than borrowed money used to acquire property, fee income of which would be 
exempt, or to acquire a life insurance policy) or to repay existing Loans borrowed for rich 
purposes; 

(i) the Make-Whole Payments payable by Canco to Finco and by Finco to SPV pursuant to the terms 
of the Canco Lean and the Finco Low should be deductible by Canco and Finco respectively to 
the extent that they do not exceed a "reasonable* amount We render no opinion with respect to 
the reasonableness of the Make- Whole Payments; 

0) the amount of all loans and share subscriptions described in the proposed transactions will be 
included in the taxable capital of the recipient of such amounts for the purposes of the large 
corporation! ax imposed under Part L3 of the Tax Act and all such loans or ahaie subscriptions 
will fee included in the "investment allowance" of the corporation making, such loan or share 
subscription, provided that the payment of the Assumption Payment by Subco to SPV pursuant to 
the Assumption Agreement will not be included in the investment allowance of Subco. 

(k) a benefit will not be considered to have been conferred for the purposes of subsection 15(1) and 
section 246 of the Act by virtue of die issuance of the Class A Preferred Shares by Finco to Subco. 

(l) Section 80 of the Act will net apply to the repayment by Finco of the Finco Low if the Finco 
Loan is repaid in full, including if it is repaid by way of set off against the Subscription Payment; 

(ra) none of the proposed transactiors constitute the acquisition of a "tax shelter* for fee purposes of 
section 237.1 of toe Act. 

(n) neither the existing judicial anti-avoidance doctrines nor toe statutory general anti-avoidance rule 
contained in section 245 of the Act should apply to the transactions described herein to 
redetermine the conclusions set out above. 

IV, DISCUSSION 

A. Technical Analysis 

The analysis and opinions under this put are subject to the application of the anti-avoidance principles and 
provision* discussed in Section B below. 

I . Issue* for Finco and SPV 

(a) Withholding Tax Exemption 
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No Canadian withholding tax applies to payments of principal under a debt obligation where the 
debt is issued for an amount which is not less than the principal amount thereof, However, non- 
resident withholding tax will apply to interest payments on the Finco Loan unless an exemption 
from withholding tax applies. 

The only available exemption tom withholding tax on interest payments on fee Finco Loan is 
provided for in subparagraph 2l2(iXbX v u) of the Act This exemption will apply provided that 
fee following conditions are satisfied; 

(i) SPV and Finco are dealing at arm's length with each ether at the time of each payment of 
interest under the Finco Loan; 

(i»). Finco may net under any circumstance* be obliged to pay mere than 25% of fee principal 
amount of fee Finco Loan within 5 years from the date cf advance of fee Finco Loan 
except in the event of a failure or default under fee terms of the Finco Loan or any 
agreement relating thereto or if the terras of fee Finco Lean of any agreement relating 
thereto become unlawful or are changed by virtue of legislation or by a court, atatutory 
board or commission; and 

(iii) no portion of the interest on the Finco Loan is contingent or dependent on fee use of or 
production from property in Canada or is computed by reference to revenue, profit, cash 
flow, commodity price or any other similar criterion. 

. In our opinion, items (ii) and (iii) above are satisfied. 

With respect to item (i) above, the Act provides that related persons are deemed not to deal st arm’s length, 
and that it is a question of fact whether persona not related to each other are at any particular time dealing at 
arm's length. S?V has at all times no interest or right to acquire any interest in or in respect of (including 
rights to vote) shares of any of Finco, Sufcco or Canco, other than its right to acquire non-voting Class B 
preferred sham of Finco pursuant to fee Warrant. While it has obligations under fee Assumption 
Agreement it has no right to subscribe for the Class A Preferred Shares. Therefore, there is no provision of 
the Act which would deem SPY not to deal at arm's length with Finco. 

Whether SPV and Finco in fact deal at arm’s length will depend on all of the ftctual circumstances and the 
actual conduct of the parties. The case law indicates feat two parties will not be considered to be dealing at 
arm’s length if one party has de facto control over the other party, if one person dictates the terms of the 
transaction, if fee panics act in concert and in the same interest to achieve a common objective, if one party 
is acting merely to accommodate fee other or is captive to the interests of fee other, or if there is no 
evidence of true bargaining between parties with independent in [crests. 

In Interpretation Bulletin 1T-4I9, fee Canada Customs and Revenue Agency has stated that the following 
are its guidelines in determining whether a transaction is at arm's-length: 

1 . fee existence of a common mind that directs the bargaining for both parties to a transaction; 

2. the parties to fee transaction acting in concert without separate Interest - different interests are 
considered to exist when each party has an independent interest from the other parties to a 
transaction, notwithstanding fee fact that each party may have fee same purpose, such as economic 
gain; 



3. da facto control - excessive and/or constant advantage, authority or influence can constitute de 
facto control (Le. effective without legal control) and merely fee ability to exercise an advantage 
may be a factor, and 
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A. failure to carry out a transaction at fair market value, or the lack of separate economic interests 
which reflect "ordinary commercial dealing between parties acting in their separate interests". 

We assume that it will be possible to demonstrate that at all material times, none of the above 
circ umstan ces existed with respect to the proposed transaction. In particular, we have assumed that (i) SPV 
is legally controlled by JP and Parent has no representation of any form in the control or management of 
SPV, and (ii) she Support Agreements reflect ordinary commercial dealings between parties acting at arm's 
length and are on terms similar to those found in other arrangement between Parent and JP. To the extent 
we have been involved in the negotiations between the parties, it is our view that none of the criteria 
described in paragraphs 1 to 4 above have been evident. 

Wo have also considered the nature and amount of the "Make-Whole Payment" which could, on in early 
repayment of the Finco Loan, be large in comparison to the amount of the Finco Loan. However, in our 
view the terms of the overall Make-Whole Payment and, in particular (i) the fact it is generally within the 
control of Fiaco whether a Make- Whole Payment is ever made, and (ii) the fact that subsection 13(9.1) of 
ihe Act specifically contemplates payments of this type in this quantum, will not give rise to a non-arm's 
length relationship between SPV and Finco. 

Based on the foregoing, in our opinion the withholding tax exemption under subparagraph 2 1 2( lXbXvii) of 
the Act would be available subject to the issues described below under GAAR. 

2. Issues for Finco 

(a) Interest Deductibility 

Interest is generally not de&ictibie pursuant to the provisions of the Act unless such interest is 
deductible in accordance with paragraph 20(lXc) of the Act Such paragraph provides that a 
Canadian taxpayer may deduct interest provided (i) it is reasonable, (ii) it is payable pursuant to a 
legal obligation, and (iii) it is interest on borrowed money used for the purpose of earning income 
from a business or property. We assume that the interest payable by Finco on the Finco Loan 
from SPV will be commercially reasonable and will be a legal liability of Finco. This leaves three 
issues which require further analysis. 

(i) Status of the Fir.co Loan - We have reviewed the terms of the Finco Loan which provides 
for specified principal, interest, term to maturity, covenants, events of de&uit and 
representations and warranties in standard commercial form. In addition, the interest rate 
would appear to be reasonable and will be computed by reference to the principal amount 
and will accrue on a day-to-day basis. We assume that, at maturity, Finco will repay the 
entire principal amount of the Finco Loan as required under the terms of the Finco Loan. 
The central indicia of a loan is the shared intention of the debtor and creditor that the 
amount advanced will be fall - / repaid. The fact that SPV ha3 aa independent contingent 
obligation pursuant to the Assumption Agreement following repayment of die Finco 
Loan should not result in the Finco Loan from SPV being re-characterized as equity for 
purposes of the Act as opposed to borrowed money. £Any treatment of the Finco Loan 
(or part thereof) as equity for Canco's consolidated accounting purposes will not affect 
the status of the Finco Loan for tax purposes, which will be dependent on the legal 
character of the loan, j 

(ii) Purpose -Finco will use the borrowed money for the purpose of making the Canco Loan 
which will have a higher interest rate than the Finco Loan. Accordingly, Finco will use 
the borrowed money for the purpose of gaining or producing income from its business. 
We understand there also existed a motive to obtain the tax benefit of interest 
deductibility. However, in our opinion it is the purpose for which the borrowed money is 
used and not such motive which determines the deductibility of the interest. 

3 03 3 W3C. i 5 
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(iii) This Capitalization Rules - Subsection 18(4} of the Act provides feat a Canadian 
corporation will not be entitled to deduct interest paid or payable by it on its debts to 
specified r.cn- residents to the extent that fee greatest aggregate amount of fee 
corporation’s outstanding debts in the year to specified non-residents exceeds feme times 
its equity (generally determined at fee commencement of fee year) (fee federal budget 
released on February 28, 2CC0 proposes to reduce this to two times equity). "Specified 
non-residents' are generally noa-resident persons who alone or together wife non-*nn’s 
length persons own or have a right to own or vote shares representing more than 25 % of 
fee votes or value of all issued shares. However, pursuant to subsection 18(5.1) a person 
is deemed not to be a "specified non-resident" shareholder if fee peraoo’s interest in the ' 
corporation is provided for the purpose of safeguarding any indebtedness owing to feat 
person and fee person will cease to own the interest on the satisfaction of condition* or 
fee occurrence of events feat is reasonable to expect will be satisfied or will occur. In fee 
instant case, SPV has the right to acquire Class B preferred shares of Finco which would 
represent over 25% of the value of all issued feares of Fusco. However, we understand 
that fee purpose of SPVa right to acquire fee Class B preferred shares pursuant to fee 
Warrant is given in fee circumstances described in subsection 18(5.1) of fee Act tad, in 
our opinion, fee terms of fee Support Agreement ire consistent with such purposes such 
that subsection 18(5.1) would deem SPV not to he a "specified non-resident" shareholder 
by virtue of its rights pursuant to fee Warrant Since SPV has no other right to acquire 
an interest in any shares of Finco, Subca or Canco, in our opinion it will not be a 
specified non-resident wife respect to Finco and, thus, subsection 18(4) should not be 
applicable to fee Finco Loan. 

We have considered whether the payment by Subco of the Assumption Payment pursuant 
to the Subscription Payment Assumption Agreement would be considered to be a loan 
made by a non-resident of Canada to Flagstaff on condition that Flagstaff make the loan 
pursuant to fee Finco Credit Agreement, such that subsection 18(6) of the Act would 
cause the thin capitalization provisions of subsection 18(4) of the Act to apply to the 
subject transactions. As discussed above, in our opinion, the. payment by Subco to 
Flagstaff is not « loan. In any case, it is our opinion feat the fact that fee Assumption 
Payment was indirectly funded to Subco through Opco by Parent and will not be 
recharacterized so as to constitute a loan by Parent to Flagstaff. There is no basil under 
the Act to recharacterize fee transactions in such a manner. In giving this opinion we 
have noted, as discussed below, that fee Department of Finance has proposed 
amendments to fee Act which would result in fee application of the thin capitalization 
provision where a non-resident parent secures loans made by their Canadian subsidiaries. 

However, even these amendments as currently proposed would not specifically preclude 
the equity capitalization of a subsidiary to indirectly support a loan to be made by that 
subsidiary. 

We have also considered whether Flagstaff could be considered to be dealing at non- 
arm’s length with Parent for fee purposes of fee thin capitalization provisions of 
subsection 13(4) of the Act. However, far the same reasons as described above wife 
respect to the arm’s length relationship between Finco and SPV, it is our opinion that 
Farent and SPY will not be considered to be dealing at non-arm’s length for fee purposes 
of fee Act. 

Please note that the federal budget released on February 28, 2000 proposed to Include in 
debt feat is subject to fee thin capitalization role, debt guaranteed or secured by a 
"specified non-resident shareholder’* (although this proposal was subsequently deferred 
pending further study). It is quite possible feat fee Support Agreements would constitute 
such a guarantee or security if the proposal is enacted If such proposal is eaawted in a 
form which applies to fee Support Agreements, subsection 18(4) will begin to apply to 
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the Finco Lean upon the effective date of such change which would effectively result in 
all interest under the Finco Loan becoming non-deductible under the Act In such case it 
is very lately Parent will decide to prepay the Finco Loan and unwind the related 
transactions. 

The Make-Whole Payment payable by Finco will be deemed to be interest pursuant to 
Section 13(9.1) of the Act and, accordingly, will be deductible by Finco to the exrent it is 
reasonable in the circumstances. 

(b) Imputed Interest Rules 

Subsection 17(1) of the Act applies in seme circumstances where "a oon-terfcect person owes an 
amount” to a Canadian corporation, the amount hat bees outstanding for more than a year, and the 
Canadian corporation has not included a reasonable amount of interest in its income. We have 
considered whether SPVs contingent obligation to pay the Subscription Price for the Class A 
Preferred Shares to SPV following maturity and repayment of the Finco Loan could bcconaideied 
an amount that SPV "owe** to Finco for the purposes of subsection 17(1) of the Act during the 
term of the financing. In our view, SPV does not awe any amount to Finco unless and until (i) foe 
Finco Loan has matured, (ii) Finco baa repaid the Finco Loan; and (iii) Finco compiles with fee 
dosing provisions of the Assumption Agreement That is there is no legal obligation to pay any 
amount by SPV to Finco while the Firco Loan remains outstanding. Accordingly, subsection 
27(1) should be of no application. We also note feat no assets of Finco have been loaned or 
otherwise provided to SPV in consideration for SPV entering into its obligation under foe 
Assumption Agreement, as Finco *% only obligating itself to issue foe Class A Preferred Shares 
after they are folly paid. Accordingly, in our view 17(1) should not apply to the transaction. 

• 

We have also considered -whether the relationship between Subco and SPV under foe Assumption 
Agreement gives rise to an amount owing by SPV to Subco for the purposes of subsection 17(1) of 
the Act Sines, under the Assumption Agreement, there is no obligation of SPV to make any 
payments to Subco and Finco has released Subco folly from any and ill obligations it had under 
the Subscription Agreement, in our view, there is no obligation that constitutes an amount owing 
by SPV to Subco for the purposes of subsection 1 7(1) of the Act 

(c) Prescribed Debt Obligation Rules 

Subsection 12(3) of the Act requires a corporation to recognize interest feat has accrued on each 
debt obligation held by the corporation (with certain exceptions) up to the end of each year. For 
these purposes, where a taxpayer acquires an interest in a “prescribed debt obligation”, an amount 
determined in prescribed manner is deemed to accrue to the taxpayer as interest on the obligation. 
Subsection 7000(1) of the Regulations defines a “prescribed debt obligation” to be a debt 
obligation which meets any of the conditions set out in such Regulation. 

For purposes of determining whether the obligation of SPV to pay foe Subscription Balance to 
Finco is a “prescribed debt obligation’* within the meaning of subsection 7000(1) of the 
Regulations, we have noted that if the Finco Loan is not repaid or Finco does not comply with the 
dosing conditions with respect to the issuance of the Shares pursuant to the Assumption 
Agreement, SPV will have no obligation to pay the Subscription Balance. 

A debt obligation is a debt which represents a sura payable in respect of a liquidated money 
demand, is. it must be an amount in respect of which a creditor has a right to bring and maintain 
an action {Fingold v. A f.N.R. [1992] 2 CTC 2392, (T.C.C.)). The debt must be either presently 
payable or presently due through payment at a future date. Generally speaking, it must constitute 
an existing obligation, payable either presently or at a future date. It does not include an 
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obligation which is subject to conditions {3am v. Farms , (1923) [1924] I DLR 1 144 (Sa3i.) (C. 
A.)}. 

In the instant case the obligations of Subco under the Subscription Agreement are conditional on 
payment of the Finco Loan, and oa Finco complying with the closing conditions oa the issuance of 
the Shares. In our opinion the obligation of Subco under the Subscription Agreement dees not 
constitute a “debt obligation'' it law until the conditions to payment are met. 

SPV's obligations to Finco under the Assumption Agreement are identical to the obligations that 
Subco had to Finco under the Subscription Agreement As described above, it is our view that this 
obligation is not a “debt obligation” for the purposes of section 12(4) of the Act end Regulation 
7000. It is therefore our opinion that the assuirption by SPY of that obligation should not turn it 
into a '“debt obligation” for such purposes. 

In addition, it is our view that it k not intended by SPV or JP that such obligations be “debt 
obligations” for the purposes of subsection 12(4) or subsection 7000(1) of the Regulations. Thee 
ia no policy reason within the Act to deem an interest iccrual in situations where two parties have 
agreed to close a purchase and sale transaction at seme time in the future and where ao property is 
transferred by either party to the other party until the time of the future closing. 

The issue then becomes whether the obligation of SPV under die Assumption Agreement could 
constitute a “debt obligation” to Subco for purposes of tbe Act SPV has no other obligation to 
Subco under ihc Assumption Agreement other than Sobco's right to enforce performance of the 
Assumption Agreement once the conditions have been met. There ia no amount owing or other 
claim of Subco against SPV, except for tbe unliquidated damages Subco could claim against SPV 
should it fail to perform under the Assumption Agreement. It is clear at law that an unliquidated 
claim for damage* not a debt {Flngotd v. M.N.R. [1992] 2 CTC 2393. (T.CC.)). (Dlewcld v. 
Diewold [1941] S.CJL 35). It is therefore our opinion that SPV doer not have a "debt obligation* 
to Subco for the purposes of the Act 

(d) Subsection 16(1) of the Act 

Pursuant to subsection 1 6(1) of the Act, where, under a contract or other arrangement, an amount 
can reasonably be regarded as being in port interest cr other amount of an income nature and in 
part an amount of a capital nature, the following rules apply: 

(i) the part of the amount that can reasonably be regarded as interest shall, irrespective of 
when the contract or arrangement was made or the form ot legal effect thereof be 
deemed to be interest oa a debt obligation held by the person to whom the amount i* paid 
or payable; and 

(ii) the part of the amount that can reasonably be regarded as an amount of an income nature, 
other than interest, shall, irrespective of when the contract or arrangement was made or 
the form or legal effect thereof, be included in the Income of the taxpayer to whom the 
amount is paid or payable for the taxation year in which the amount was received or 
became due to the extent it has not otherwise been included in the taxpayer's income. 

Accordingly, where subsection 16(1) of the Act applies, the legal form of a transaction may be 
ignored for purposes of the Act In Interpretation Bulletin IT-265R3, Revenue Canada describes 
subsection 16(1) as follows; 

"1. Subsection 16(1) deals with those situations where, under a contract or arrangement, a 
payment of income and capital combined is received or is receivable by a taxpayer. This 
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type of payment is known as a •'blended payment” and is referred to as suck throughout 
ths remainder of this bulletin. 

2. A blended payment can be described as an amount, the make-up of which b not 
definitely ascertainable. In other words, there must be some uncertainty as to the portion 
of the payment that is capital and the portion that can reasonably be regarded u interest 
or some other type of income, such as the profit on a sale transaction. However, if all the 
constituent elements of a payment are provided for in a contract or arrangement, and are 
reasonable, the payment is not a blended payment and subsection S6<1) docs not apply." 

In the present circumstances, the issue is whether the payment of the Subscription Balance by SPV 
to Finco pursuant to die Assumption Agreement could be regarded as payment of an “amount”, 
“under a contract or other arrangement", that "can reasonably be regarded as being io part an 
amount of a capital nature". If so, the result would be an income inclusion for Finco. In our view 
the Subscription Balance cannot reasonably be regarded as being in part of an income nature. 
Finco is receiving the toll balance of the purchase price for the Shares concurrent with the 
issuance af the Shares. There is no income element of any type ia the receipt by Finco of the 
Subscription Balance. 

3. Issues for Subco 

(a) Subco Capital Gain 

In our opinion, Subco will sot realize a capital gain at the tirr^ of the issuance by Finco of the 
Class A Preferred Shares, notwithstanding that it has received shares arguably worth an amount 
equal to the Subscription Balance, having cnly paid the Assumption Payment to SPV pursuant to 
the Assumption. Agreement. Section 49.1 of the Act specifically provides that the acquisition of 
property in satisfaction of an obligation to provide die property dees not constitute s disposition of 
the rights to acquire such property. Accordingly, Subco has disposed of no property at the time of 
die issuance of the Shares for the purposes of the Act Subco’s ccat, for Canadian tax purposes, in 
the Shares will be equal to the succuat of the Assumption Payment. 

(b) Bucd on the same analysis u set out ia clause 2.(d) above, it is our view that the issuance of the 
Class A Preferred Shares by Finco to Subco cannot reasonably be regarded as being in put of an 
income nature, la our view, the Class A Preferred Shares are capital property to Subco and there 
is no income element in their issuance to Subco by Finco. 

(c) For the reasons described in clause 2.(c) above, it is our view that subsection 12(3) of the Act will 
not apply to the obligations of SPV to Subco under the Assumption Agreement 

(d) We have also considered the application of subsection 15(1) and section 2 46 of ths Act and it is 
our opinion that neither section would apply to the issuance of the Class A Preferred Shares by 
Finco to Suhco. Finco will have received the full Subscription Price in respect of the Class A 
Preferred Shares, which Subscription Price represented the fair market value of the Class A 
Preferred Shares at the time the Share Subscription Agreement was entered into. The fact that 
Subco entered into the Assumption Agreement will not, in our opinion, result in a benefit being 
considered to have been conferred on Subco on the issuance of the Class A Preferred Shares for 
the purposes of subsection 1 5( 1) or section 246 of the Act 

(e) We have also considered the potential application of section 80 to the obligations created pursuant 
to the Subscription Agreement and the Assumption Agreement and in our opinion none of the 
proposed transactions result ia the settlement of an obligation which would result ia the 
application of sections 80 to 80.04 of the Act In particular, in our opinion, neither the assumption 
by SPV of the contingent obligation of Subco to pay toe Subscription Balance ia the future nor the 
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ultimate acquisition of the Fincc Class A Preferred Shares by Subco constitute the settlement of an 
obligation which would result in the application of such sections, 

4. Issues for Canca 

(a) Deductibility of Interest and Make Whole Payment 

For the same reasons and subject to the same conditions and qualifications set out in clause 2(a) 
(ether than clause 2{a0(ui)) above, interest on die Casco Loan and the Make- Whole Payment, if 
any, on the Canca Loan should be deductible by Crusco. 

5. Issues for Open 

(a) Deductibility of Interest 

The interest payable by Opco to Cameo in accordance with the terms of die Opco Loan should be 
deductible to Opco in computing its income pursuant to paragraph 20(1 X<0 of the Act, provided 
that Opco uses the proceeds of the Opco Loan for the purpose of earning income firora a business 
or property (other than borrowed money to acquire property, the income of which would be 
exempt, or to acquire a life inaurmce policy) or to acquire preferred shares of Opco il (as 
described in paragraph 1.5) and Opco II uses the proceeds of such subscription for such income 
earning purposes. For this purpose where Opco uses proceeds of the Opco Loan to repay loans 
which it had previously made, feat portion of the Opco Loan will be deemed to have been made 
for the same purpose for which the repaid loan was made. 

(b) Taxability of Preferred Share Dividends 

Dividends of the Subco shares held by Opco will be included in the income of Opco for the 
purposes of the Act, but Opco will be entitled to an offsetting deduction pursuant to section 112 of 
the Act . In addition, no tax will be payable in respect of such dividends pursuant to the "taxable 
preferred share" provisions of Part VU of the Act since, in our opinion, Subco is related to Opco 
for the purposes of such Fart In giving this opinion we have reviewed the Amended and Restated 
Limited Partnership Agreement of Sundance Industrial Partners LP. 

Similarly, the dividends on the preferred shares of Opco held by Opco H will be included in the 
income of Opco II, but Opco 11 will be entitled to in offsetting deduction pursuant to section 
1 12(1) of the Act. In addition, no tax will be payable in respect of such dividends pursuant to the 
"taxable preferred share" provisions of Part VI. 1 of the Act since, in our opinion, Opco is related 
to Opco U for the purposes of such Pan. 

0. Anti-Avoidance Issues 

1. Judicial Principles 

The Canadian courts have developed a number of judicial anti-avoidance doctrines which, where 
applicable, could deny the intended tax consequences of a particular plan. However, these doctrines are 
very limited in scope. Those do dines which have been accepted (or cot rejected) by the Supreme Court of 
Canada (the Court of last resort ia Canada) are summarized below. 

The courts have held that a transaction which was legally ineffective or incomplete could not cany with it 
the tax consequences intended had the transactions had legal effect. Similarly, a party which was seen as 
merely an agent or conduit would not have ascribed to it tax consequences in its own right, but rather tire 
transaction would be seen as having been undertaken between the person with whom it contracted and the 
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‘'principal”. The Canadian Courts have been reluctant to use the "agent or conduit" principles to alter the 
tax consequences intended by parties to a transaction and, in our opinion, these principles will not be 
applied by the Canadian Courts to alter the intended tax consequences of the subject transactions. 

While Canadian courts do recognize the concept of a “sham", they define it narrowly as a transaction 
intended to convey the impression of the creation of legal relationships which are not in fact intended by 
the parties. The Supreme Court of Canada has specifically rejected, even in the context of tax-motivated 
transactions, the concept of a “business purpose” teat being applied to negate the tax consequences of 
transactions hilly intended to have legal effect and properly implemented, cur a concept of economic 
substance overriding legai form, although lower courts have sometimes purported to apply these types, of 
tests. 

According to the existing doctrine of "sham", if the intention of die parties as to their legal relationshq?, is 
determined on the factual basis by a Court, differ from the form of die documents, the transactions may be 
recharacterized to reflect those intentions. Toe' case law suggests that normally this requires an element of 
deceit. In this connection, it is our opinion that none of the terms and conditions of the Documents, would 
in and of themselves lead a Court to a conclusion that the legal form of the transactions differs from the 
legal relationships which the parties intended to create. We also assume that the provisions of those 
documents will be complied with. 

While the matter is not free from doubt, span frdra the doctrine of sham as discussed above and the 
"general anti-avoidance rule" discussed below, in our opinion there is no judicial doctrine of general 
application in Canadian tax law which would enable the Canada Customs and Revenue Agency (or a 
Canadian Caul) to recharacterize a transaction based solely on the grounds that it is tax motivated or that 
its overall economic substance could be said to be different from its legal form. We point out that there 
have been suggestions in the case law that such a principle could be applied, but in our opinion this 
principle is not presently of general application in Canada. 

We note that subsection 247(2) of the Act provides that a transaction between a Canadian taxpayer and a 
non-resident of Canada may be recharacterized if it would not have been entered into between parties 
dealing at arm's length. As discussed above, it is our opinion that Finco and SPV are dealing with each 
other at arm's length, and therefore subsection 247(2) should not apply. 

The most relevant example of the judicial approach of the Supreme Court of Canada to tax-motivated 
financing transactions is the recent case of Shell Canada United v. The Queen, 99 DTC 1044, In that case. 
Shell required U.S. dollars for its business. Instead of borrowing U.S, dollars. Shell borrowed New 
Zealand currency at a high nominal interest rate of 15.4% (higher than the nominal interest rate applicable 
to a U.S. dollar borrowing), and catered into forward foreign exchange contracts with another party 
pursuant to which it purchased U.S. dollars with the New Zealand dollars borrowed, and purchased forward 
New Zealand dollars with U.S. dollars in order to meet the New Zealand dollar interest obligations and 
principal repayment obligation. Because of the expected decline in value of the New Zealand dollar in 
relation to the U.S. dollar, Shell expected to have a foreign exchange gain when it closed out the forward 
foreign exchange contract and repaid the New Zealand dolUr principal amount owing on the debentures. If 
the New Zealand dollar debt obligation and forward foreign exchange contract could be integrated into one 
transaction, the economic effect would be the equivalent of a borrowing in U.S. dollars at an interest rate of 
9.1%. Based on the form of the transactions as carried out, the taxpayer claimed interest expense at the rate 
of IS. 4%, and claimed a capita) gain on the close of the forward contract 

It was recognized by the Supreme Court of Canada that the transactions were tax-motivated, that the 
borrowing and forward exchange contract were linked together in the sense that the borrowing would not 
have been entered into in the absence of the forward exchange contract, and that if Shell had simply 
borrowed U.S. dollars, it would have paid 9.1% interest instead of the 15.4% claimed. It was accepted that 
there was no “sham” involved. The Supreme Court of Canada found in favour of the taxpayer based on an 
analysis which respected the separate legal obligations created by the documentation and did not 
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recharacterize them in arty way. The court intended that, as between 'the lenders and Shell, Shell had 
actually borrowed New Zealand dollars and was legally obligated to pay the 35.4% interest rate, and there 
was no element of a synthesized U.S. dollar lean is between these parties. 

The Supreme Court of Canada stated that it “has never held that the economic realities of a situation can be 
used to recharacterize a taxpayer's bona fide legal relationships" and that it has held to the contrary that 
"absent a specific provision of the Act to the contrary or a finding that they are a sham, the taxpayer’s legal 
relationships mast be respected in tax cases. Recharacterization is only permissible if the label attached by 
the taxpayer to the particular transaction does not properly reflect its actual legal effect". The Court also 
emphasized that if in unambiguous provision of the Act applies to a taxpayer’s transaction (such as the 
interest deductibility provision), it must simply be applied by the Court, regardless of the “economic 
realities" of a transaction or the general object and spirit of the provision. The fact that Shell structured its 
transactions to taka advantage of provisions of the Act was of no concern to the Court, which stated that 
Shell was ftiUy entitled to do so. 

The Court Anther emphasized that the parties to the New Zealand dolkr~loan transaction and the parties to 
the forward foreign exchange contract were different In fact, the lenders were unrelated to the 
counterparty to foe forward foreign exchange contract In the instant case, the parties to the Finco Loan are 
foe same as the parties to the Assumption Agreement albeit Subco is a different party to the Subscription 
Agreement Consequently, it could be argued that our situation is distinguishable from the Shell case in 
this respect However, in our opinion, in the absence of GAAR described below, foe transactions would be 
respected as separate transactions, and foe overall reasoning of foe Shell case should apply. 

Baaed on foe foregoing, we are of the opinion that no judicially developed anti-avoidance doctrine would 
apply in the circumstances of foe present case. 

2. GAAR 

A statutory general anti-avoidance rule was added to section 245 of foe Act in 1933. Under this rule, if any 
transaction forming part of the proposed financing could be considered an “avoidance transaction" for 
purposes of this rule (foe "GAAR”), Canco, -Finco and their affiliates could be denied any Ca n ad i a n tax 
benefits resulting from foe transaction unless it may not reasonably be considered that the transactions 
would result in a misuse of foe provisions of the Act or an abuse having regard to the provisions of the Act 
read as a whole. A transaction will be an “avoidance transaction" if it results, directly or indirectly, in a 
reduction, avoidance or deferral of tax payable under foe Act unless foe transaction may reasonably be 
considered to have been undertaken or arranged primarily for bona fide purposes other than to obtain the 
tax benefit. If the general anti-avoidance rule is held to apply to a transaction, the tax consequences are to 
be redetermined as Is reasonable in the circumstances in order to deny the intended tax benefit. 

On the issue of whether foe proposed transactions contain one or more “avoidance transactions”, there are 
clearly tax benefits resulting from the transactions. The tax benefits include (i) foe deduction by Finco and 
Canco of interest expense which, if the corporate group is looked at as a whole, would be limited to interest 
on Canca group's net in financing (Le. the amount by which foe Finco Loan exceeds the Assumption 
Payment (foe "Net Amount*)), (ii) foe withholding tax exemption for foe Finco Lean, given that, based on 
foe Net Amount of financing characterization, arguably more than 25% of foe net financing is repaid within 
the firat five years and (in) foe non-taxability of the benefit realized by Subco when h receives foe Class A 
Preferred Shares at the maturity of foe transactions having paid foe lesser Assumption Payment to SPY at 
the commencement of the transactions. 

A transaction resulting ra tax benefits will be an “avoidance transaction” unless it was undertaken for bona 
fide purposes other than to obtain foe tax benefits. In the Shell case, which was a pre-GAAR case, the 
Supreme Court of Canada considered whether Shell entered into its transactions for a bona fide business 
purpose. The Court specifically declined to express an opinion on whether acquiring funds at foe lowest 
possible after-tax cost is a bona fide business purpose. However, concurrent with the Shell decision, the 
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Courts have been considering in rimes! identical issue in the Canadian Pacific Limited case based upon 
virtually identical facts, except that the case involves a post-GAAR. year. The Tax Court of Canada has 
now rendered its decision in the Canadian Pacific case and found in favour of Canadian Pacific - Ls. fiat 
C'AAX did sot apply. However, it may be several years before the case is finally derided lay the-ippellaie 
courts. 

In finding for Canadian Pacific the Tax Court of Canada relied heavily on its conclusion that the principal 
purpose of die tnmsaeticM was not to obtain a tax benefit, bat was to obtain die financing underlying the 
weak currency loan. The Tax Court therefore concluded that the transaction was not in avoidance 
transaction. In the instant case, the Finco Lean amount is being used for the purpose of earning income 
from a business or property ia Canada to repay the Parent Loan and to he used by Open and Opco 2 fiw die 
puipcse of earning income from their businesses ia Canada as discussed above. As alternatives to the 
proposed transactions, (j) Fia s o s orid have borrow a d the Fincc Loan amount could havp b^ea bcmrvftj 
from SFV with a guarantee of the Assumption Payment amount from Parent, perhaps supported by a pledge 
of a security intern? in a bank deposit of iam.iimust canal to the Assumption Payment amount from ' 
Parent, or (it) F iaoo wuid hav e bofro wo d the Net Amount could, have been borrowed from SPV and fits 
Assumption Amount could have been borrowed directly from a Canadian bank supported by a Parent 

Parent could have funded the Assumption Payment amount to Opco and Opco H by way of debt and equity. 
We understand that under these alternatives Cacco, Opco and Opco U would have received substantially 
the same (or potsriuiiy better) ft uad i«a a* b sa sfi w ts g g ssafe fo Cwati l M ifiCattft fta 18 

fa ralasd 'am t,s raraKd Mato ad ’fa mfay Cinadan iacam aa.reBKaygfisi niairt 
auba iliscato fa flatoafo-agag. ad mid ratmaallv fa facer ,ttaa Uaw they weald 

realize under the proposed transaction. However, under the alternative structures than were significant 
disadvantages for reasons unrelated to Canadian income tax These disadvantages included adverse 
financial statement impact, advene debt/equity impact and adverse U.S. income tax consequences. 

It was under these circumstances that JP iritis ted the proposed transactions and under thst propose! it wee a 
condition of the Ficeo Loan that tn affiliate of Canco enter into transactions substantially in die form of the 
Subscription Agreement and Assumption Agreement. Applying die analysis in the Shell and Canadian. 
Pacific decisions, it is our position thst the principal purpose of the transactions was not to obtain a 
Canadian tax benefit, buz was to obtain the Ficeo Loan amount to be used for Ugithnata income earning 
. purposes in Canada without incurring the disadvantages associated with the alternate structures. In our 
view the subject series of transactions were therefore undertaken not primarily for the purpose of obtaining 
a tax benefit, but ntber to obtain the Finco Loan amount borrowing without the negative ccnsetpieness, but 
in a manner which provides tax benefits on a par with (but no greater than) the tax benefits which would 
have arisen had the transactions been undertaken in s more common manner. In giving this opinion we 
recognize the risk that the Courts may ultimately determine that each individual transaction in a series of 
transactions must be considered to detenrice whether it Is an avoidance transaction and that it is poaaible 
that the Courts will ultimately hold that a particular transaction within a series of transaction* may be an 
avoidance transaction, even if the scries of transactions as a whole docs not give riso to a tax benefit 
However, it is our opinion tint the Courts will not ultimately interpret GAAR in this manner and that the 
subject series of transactions (and all of the components thereof) do not constitute avoidance transactions, 
since the series of transactions as a whole do not give rise to a tax benefit when compared to the common 
borrowing transaction described above which could have been undertaken in the subject circumstances had 
they not given rise to adverse non-tax consequences. Support for this conclusion is found in the following 
statement of Bonner J. in the CP decision when considering whether a particular transaction which was part 
of an inextricably linked series of transaction was aa avoidance transaction; 

"No transaction forming paift-of the series can be viewed as having 
been arranged for a purpose which differs from the overall purpose 
of the series." 

In our opinion this analysis is equally applicable to the subject transaction. 
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Notwithstanding our view in this respect, there is a risk that the proposed transactions in this case nay be 
regarded as including ace or more “avoidance transactions". As a result, the second issue is whether the 
transactions result in a misuse of the provisions of the Act or an abuse having regard to the provisions of 
the Act read as a whole. 

In our view, the Shell case strongly suggest, that the Court would have found in favour of the taxpayer even 
if GAAR had been an issue in that case. As mentioned above, the issue was raised as to whether Shell 
would even be regarded as having entered into an “avoidance transaction". Furthermore, the Court stated 
that “a searching inquiry for either the ‘economic realities’ of i particular transaction or the general object 
and spirit of the provision at issue can never rupplani a court's duty to apply an unambiguous provision of 
the Act to a taxpayer's transaction. Where the provision at issue Is clear and unambiguous, its terms must . 
simply be applied". This suggests that a taxpayer seeking to achieve tax results available based on the 
application of a clear and unambiguous provision of the Act, should not, in and of itself; be seen as a 
“misuse" of the provision or an abuse based on the “object and spirit" of the Act on the bui* that the 
intended use and specific object and spirit of the provision are reflected la its clear and unambiguous 
words. The Supreme Court of Canada criticised the Federal Court of Appeal for its “misplaced reliance on 
economic realities” which "caused it to stray from the express toms of s. 20( 1X C X0 supplement the 

provision with extraneous policy concerns that were said ta form part of its purpose", and warned that 
courts must "be cautious before finding within the clear provisions of the Act an unexpressed legislative 
intention". The Supreme Court of Canada emphasized that it is not the Court’s role ta prevent taxpayers 
from relying on sophisticated transactions to achieve tax results more favourable than those that might be 
achieved by less sophisticated taxpayers. 

It is important to note that, at the hearing cf the Shell case by the Supreme Court of Canada, Canadian 
Pacific Limited, was represented as an interveaor because of its involvement in the equivalent tax case 
described above, Ota would presume that the Supreme Court of Canada was fully aware of Ca n adian 
Pacific’s circumstances In rendering its appeal decision in favour of Shell. The strong pro-taxpayer 
statements which form part of the Shell decision use language which is similar to the GAAR rule, 
particularly the statements regarding "object and spirit" and identifying the purpose of a pro virion of the 
Act It is difficult to believe that the Supreme Court of Canada would use such language, which i* highly 
suggestive of the GAAR previsions, and nevertheless be of the view that GAAR should apply to the 
transactions carried out by Shell and Canadian Pacific. We uuderatand that most members of tire C an a di a n 
tax community believe that the Supreme Court of Canada u currently constituted would have found in 
favour of Shell even if GAAR had been applicable, and would find in favour of Canadian Pacific on the 
GAAR issue. 

In addition, even if the Supreme Court were ultimately to find that the transactions were "avoidance" 
transactions for the purposes of GAAR, the analysis in the Shell derision should nevertheless result in the 
conclusion that the transactions do not constitute a misuse or abuse of the provisions of the Tax Act In 
particular, the Tax Act contains a number of specific provisions of an anti-avoidance nature (such as 17(1), 
12(3) and 15(1)) which would make it difficult for the Court to determine that there has been a misuse or 
abuse of section 246 of the Tax Act where the specific anti-avoidance provisions did not apply. In 
addition, fturther to the position described above to the effect that the subject transactions are not avoidance 
transactions because Urey were undertaken primarily for non-tax purposes, even if it is ultimately 
determined that a particular transaction in the series of transactions was undertaken primarily to obtain a 
tax benefit and, as such, that particular transaction is an avoidance transaction, it is our view that the fact 
that no tax benefit ultimately arose from the series of transactions (as compared to a reference series of 
transactions which is standard within the financing community) would result in the Courts holding that the 
specific transaction did not give rise to a misuse cf thsprovisiocs of the Act or an abuse having regard to 
the provisions of the Act as a whole and that, t&refbre, GAAR would not apply to the particular 
transaction or the series of transactions. 

There are several other cases in lower courts which have considered GAAR. The analysis of the lower 
court in these cases does not establish any general guidance on the interpretation of GAAR which, in our 
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view, could provide meaningful assistance on whether GAAR applies to the presort facts. We regard the 
Shell case, notwithstanding that it is pre-GAAR, and the Canadian Pacific decision which was rendered m 
light of the Supreme Court of Canada's comments in the Shell case, as more Instructive on the likely 
approach of the Supreme Court of Canada to GAAR. on this proposed transaction. For these reason, we 
base our views on the application of GAAR in the present circumstances on our interpretation of the 
approach to tax avoidance taken by tbs Supreme Court in the Shell case and the Tax Court of Canada in the 
Canadian Pacific case and the Tax Court of Canada in the Canadian Pacific case. 

Notwithstanding the foregoing, we caution that the Shell and Canadian Pacific transactions are arguably 
distinguishable from the subject transactions in the following manner: 

<i) Finco is a special purpose entity formed for the purpose of this transaction and carries on 
limited business, being the transactions described herein; and 

(ii) the Finco Loan rod obligation to pay the Subscription Balance are between the same 
parties (Finco and SPV) - not between different parties as in Shell; and 

(iii) the Assumption Payment by Sufcco to SPV, while similar to the hedge payments in the 
overall context of the transaction, is clearly different and therefore can be disti ngu i sh ed. 

However, nctivithitanding our concern, having regard to the Shell and Canadian Pacific cases, and the clear 
reluctance by the Supreme Court to interfere with unambiguous provisions of the Act, it is our view that, 
while the matter clearly involves a degree of risk, the GAAR should cot apply to the subject situation on 
foe basis that foe transactions either do not constitute an avoidance transaction or, if they do, they do not 
resist in a misuse of the provisions of the Act or in abuse having regard to provisions of the Act as a whole. 

We would aba note that if it were held that foe GAAR. did apply to the subject transactions, a possible 
recharacterisation would be to treat the Finco Loan as a net loan and restrict Crnco's interest deduction to 
interest on the net lota This recharacterization of the Finco Loan cculd also lead to foe recharacterization 
of payments under foe Finco Loan such that the payments do not qualify for the withholding tax exemption, 
since tl^rechartcteraation would result in mere than 25% of the principal being repaid within the first five 
years in which case interested the Net Amount would be subject to withholding at 10%). (In o w » vkw t dua 
B ^ d^ wjnuis ag Hl y gMtigote d ^ y fo e- ioohi flHj B rfdw-ywwiw ia fo a ? i *oo Loaa - which y rev i d re fl*t4n 
req u ired fo"i «* k » *ay payment puwwaa t to-fo n Fiaoa Lo a n Agre eme nt wh te h - wnnld reavtit 
ia ^h »- Fia » o4re n a -f Hrt - tto « q » l y in g wifo »uah v tithlrel d»g-4 aa auawytioni Wail a- it - U H s pe n t e t hn Co mte I n 
d fr tOTffliiw -jh at - tiM rt^ ■litb"ok H*a»4a« df i a re b jo tu to - U re-Q AAiV md - s hould bo ig nore d, i n-ewr-opi aioa tire 
Gwt a^ ouk l' ao aapp lytlreGAAR fo t fo e r re oono a uted ab o ve ! t o b e dri f t ed’ wi t h w fow Ba ti on p rev kio a m 

We would further caution font in our opinion it ia very likely that Revenue Canada will become aware of 
foe proposed transactions described herein and, upon becoming aware of there, will challenge them under 
foe GAAR. It is also, in our view, likely that such a Revenue Canada challenge would not be resolved in 
the Courts at a level below that of foe Federal Court of Appeal It ia therefore likely that Eaton will he 
faced with the decision as to whether to pursue the matter through foe Courts or to attempt to reach a 
settlement with Revenue Canada pursuant to which it would realize a reduced Canadian tax benefit 
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Youn very truly, 

BLAKE, CASSHLS & GRAYDON LLP 

TO COM2 POST CLOSING! 

Wally Shaw memo re amal jaraatlon cacsequencss, consequences of esertiaiog Pat Option and discussion of 
reasonableness of Make- Whole Payment 

Barry Horne memo re Nova Scotia capital tax - not requested as yet. 
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You have asked for our opinion concerning the principal Canadian federal income la* 
considerations under tfre Income Tax <izi (Canada; (the “Act") in connection with die proved 
financing structure described below, 

t Facts assumed 

1 . The Canadian borrower cCancc'') wfricfc map be a public or pri v a» corporation 
incorporates a v/ftoily-ownecj subsidiary fFinanceco'') in Cnnada, Prior to 
entering into the transactions owmbeu bej^w . none of Cwco nor any of iw 
subsidiaries (including Camub described in 5. below) is a "financial insriwiiOiT 
as defined in subsection 142.2(1) of «he Acl 

2, Finances© borrows S100 (or a multiple tfiereoO from a US. corporation 
rOtasc”) to is a wholly-owned subsidiary of Chase Manhattan Bank. N. A., 
Chase is a corporation resident in the United States and is entitled to the benefits 
of th* Canada- Unhcd Stqtes facvmt Tax Conrtnnoti (the “Treaty"). The loon 
(the “Loan'*) may be denominated in Canadian or U S dollars although the ■ 
discussion sfcjowt below assumes the Loin is in Canadian dollars. The maturity, 
date of the Loan is five ytnrn plus one day from the date of drawdown of the 
Loan. Principal 18 payable at maturity. Interest cn the Loan is p&yable q«an«1? 
al a fixed rwe. The Interest an the financecb low from Claw is a v?:ry uwn 
spread below tfi* iprerest rare on the loon rhat Finsnceco makes to Cancc, as 
described in 4 below. The terms of p« Loan allow Chose, but roc ft nanceco. to 
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set otTiis obligation to pay an amount to Finaneeco described in 3 betow against 
file principal amount of the Loan as the maturity date, .as security For the Loan. 
Finanesca pledgrs to Chase the loan Finaneeco makes to Canco. as described in 4 
below 

3. At the same tithe that Chase makes the Loan to Finaneeco, it. also enters into an 
agreement to subscribe for shares (the "Shares-) of Finaticeco having a four 
market value equal to the principal amount of the Loan from Chase (Si oo or 
multiples thereof), The snare subscription agreement becomes effective 
immediately upon the advance of the Loan and represents an obligation of Chose 
to pay the subscription price for the Shares upon the maturity of the Loan 
provided that it has received repayment ofthe Loan from Finaneeco. and on 
obiigstion of Finaneeco w issue me Shares when jt has received payment of the 
subscription price from Chase. 

a, Finaneeco makes a Si 00 loan to Canco for live years. The interest rate on the 
loan is somewhat higher than on the Loan and is payable at the same time as the 
interest on the Loin. The principal amount is payable in cash ai maturity. This 
loan contains all the usual covenants, representations and warranties which a 
borrower tike Canco would give in an arm's length financing The interest ration 
mis loan is within the normal range for a borrower of Canto's creditworthiness. 

>. Canco uses S30 (orthe ultimately determined proportion) to finance its business 
and die balance of 570 is used to subscribe for shares of either an existing 
operating subsidiary of Canco or a newly incorporated Alberta subsidiary 
rCansub") (If a special purpose vehicle is used- it should be incorporated in 
AJbena because ofcapi " tax considerations -see below) 

S. Pursuant to an agreement among CatlSub. Chase and Finaneeco. Cansub acquires 
from Chase the rights to bo issued the Shares of Finaneeco at maturity following 
payment of the subscription pnee by Chase (the "Share Issuance Fights ')- Chase 
acknowledges to Cansub and to FiBaneeco that Chase remains liable, pursuant lo 
its obligation under the share Subscription agreement, lo pay the subscription price 
in cast) or by way of 5«-ofF. Therefore, the Share Issuance Rights represent a 
folly-paid right to the Shares on issuance at the time the Loan matures and is 
repaid, Cansub purchases the Share issuance Rights far their fair market value of 
S70. 

7. Ai the maturity date: 

(a) Canco will repay its S10Q loan to Ftnenceeo. 

tb) Finaneeco wui repay its S ! 00 loan to Chase. 
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<c) Chase will pay its share subscription obligation ra Financeca of S 100. 

Ml Finanetca w,u issue SIOO worth ofShares to Cansub 

(cl Fpllowtnjtfreeotnpietianofihisstmciurc. itwauid Be possible la smaigarnKa 
Cottsub and Ftnanceco. although pot necessary- 


a SCOPE OF REVIEW 
(a) Basis of Opinion 

Our opinio™ herein ire based upon the current provisions of the Act, [he cufrew 
regulations under the Act [me * Regulations"), ail specific proposed amendments 
to die Act ana Regulations derailed in public statements issued by the Deportment 
of Finance, Canada prior to the date hereof and our understanding of me current 
administrative policies and assessing practices Df the Canada Customs and 
Revenue Agency ("CCRA"). Our opinions du nae otherwise anticipate any 
changes in law or administrative or assessing practices, whether by legislative ot 
other governmental or judicial action, nor do they take into account or consider 
any sales, use, at goods and services toes or arty provincial, territorial or foreign 
income or other tax legislation or considerations (span ft err) the provincial capital 
la* issues specifically referred to). In addition, our opinions do not anticipate any 
changes injudicial interpretation of common law doctrines or the general 
principles of judicial interpretation applicable to t» legislation, ft is possible that, 
by the time the matters described above are considered by a conn. jurisprudence 
or administrative practice may ha v c developed -"hlch would dictate a rcsui t at 
variance from the opinions expressed herein. Hie opinions herein are not 
Intended in ee and should not be construed as opinions with respect to the 
likelihood of CCRa challenging ihe proposed transactions- father, the opinions 
herein are intended in state our views as to the manner in which thess mailers 
would be dealt with by a court in (he event that litigation ensues. 

it Is to be anted that we have not provided legal or tar adrice to ray person 
other than Chase. Chase Manhattan Bank N-A- and Chase Securities (itc. in 
cnoseetloo with the proposed transaction* and no other person is entitled to 
rely on this letter. In particular, we have net provided advice to Cinco. 
Finsacccn, Cansub or any direct or Indirect shareholder or subsidiary of any 
such company, each of which should rely oa its two advisory and may not 
rely an this letter or any parr thereof. 
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We else note t&it any distribution of this letter to any person other tirea the 
addressee may cause ft to toe its status as a privileged communication. 
Circulation of this letter should therefore be carefully monitored. 

(61 Documents Reviewed 

In preparing this letter, V>e have reviewed the term sheets developed by Chase 
Securities (pc. wth the assistance of our firm prior » the oate Hereof anq no other 
documents. 

In the event the transactions discussed herein are implemented, the opinions stated 
herein may need to be updated or amended to reflect the specific terns of me 
transactions, the Anal fa nr. of documentation, the identity and particular attributes 
of the panics and any chaoses ml*" or the administrative practices of CCRa. 

Cl SUMMARY OF CONCLUSIONS 

Subject to the understandings, assumptions, qualifications, discussions, recommendations and 
analysis contained herein, in our opinion; 

(a) all of die interest payable by Finaneceo to Chase should be exempt from 
withholding tax under the Act by reason of the exemption contained in 
subparagraph 212(U(b)(vu] of th* Act, 

(b) all afthe interest paid by Financeco to Chase in accordance with the terms of the 
Loan &om Chase should he deductible to Financcco to computing its income 
pursuant to paragraph 20( 1 1 (c) e f the Act and such deductibility should not be 
denied by reason of subsection 1 8(g) of the Act, 

(e) all of the interest paid by Caneo ro Financeco in accordance with the perms of the 

loan from Financcco to Caneo should be deductible la Canca in computing its 
income pursuant to paragraph 20(1 )(c) of the Act, and such deductibility should 
not he denied by reason of subsection 13(4) of the Act, 

(d) the obligation of Chase under the share subscription agreement should not be 
regarded as an amount "(rich Chase owes ip Financed, fot purposes of subsection 
I7{|)ofthe Act until alter ins maturity of the Loan, and accordingly subsection 

1 7( | ) of the Act should not apply to require Financcco to include any imputed 
interest amount in income with respect la Chase's obligation, 

(e) the debt forgiveness rules contained in section 80 of the Act should not apply to 
’inane eca by reason of the proposed transactions. 

(f) Cansub should not be required to include any amount in its income on an accrual 
basis pursuant to subsection I 2(3) of the Act and Regulation 7000 by reason at us 
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purchase from Chase and iis mention of the Share Issuance Rights in accordance 
with the proposed transactions. 

li) Cansub should not be treatod as a 'financial institution” for purposes of 

subsection U2 ill) of the Act and should not be required to treat the Share 
Issuance Rights on a “marit-to-tnarltec basis for purposes of the Act. 

Ih) the overall federal capital tar applicable to Csnsub and its stibsioiwes —ill be 
increased 111 the manner and ro Ihe extent described in the discussion below. The 
provincial capital ta* implications wit! depend on the provinces in -inch Canco. 
Financeco and Cansub carey on business, 

(i) the sale of th= Share Issuance Rights by Chase should not result in Chase being 
subject to tax pursuant to the Act by reason of the Treaty. 

(j) the acquisition of the Shares or Financeco by Cansub should rid result in Cansub 
being subject to tax pursuant to the Act, 

(10 it should be possible to amalgamate f inanceco and Cansub on a tar -free basis in 
order to eliminate the Shares from the corporate structure without Csr.su* 
recognizing gain an the Shares, 

(!) the existing judicial anti-avoidance doctrines should not apply to the transactions 
described herein. The statutory general anti-avoidatice rule contained in section 
245 of the Act should not be applied to the transactions described herein to 
redetermine the conclusions set out above, and 

Cm) as a result of all ofthe foregoing, the overall Canadian income w* offset of the 
transactions under the Act should be that Financeco should have taxable income 
each year in a maximum amount equal to the spread a creed by vittue of the 
difference in interest rates on the Loan from Chase and the loan to Canco. Canco 
should be entitled lo deduct all ofthe interest paid to Financeco en the full 
amount ofthe loan frem Financeco. Cansub Should not have any taxable income 
arising from the transactions, and the payments of principal and interest to Chase 
on the Loan should not be subject to non-resident withholding ta* 
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[V DISCUSSION 

A. TECHNICAL analysis 

1 Issues for Financeco and Chase 

{a) Withholding Tax Exemption 

Na Canadian withholding tax applies to payments of principal under a debt obligation. 
However, non-resident Withholding tax will apply to interest payments Bn the Loan 
unless an exemption from withholding tax applies. 

Th= only potentially available exemption from withholding tax on interest payments on 
the Loan is provided for in subparagraph 21 j( 1 JlbXVii) of the Act. Based on our 
understanding of the facts, this exemption will apply provided that the following 
conditions we satisfied: 

£i> Chase and Financeco are dealing at sun’s length with each other at the time of 
each payment of interest under the Loan; 

(ti) Financeco may not under any circumstances be obliged to pay more than •2S’'. of 
the principal amount of the Loan within 5 years bun the data of advance of the 
Loan except in the oent of a failure or default under the terms of the Loan or any 
agreement relating thereto or if the terms of the Loan or any agreement relating 
thereto become unlawful or are changed by virtue of legislation or by a court, 
statutory board or commission; and 

CuO no portion of the interest on the Note is contingent or dependent on the use of or 
production from property in Canada oris computed by reference to revenue, 
profit, cash flow commodity price or any other similar criterion. 

Bas«4 on the assumed fhets, there would appearto be no difficulties regarding 
compliance with items fii) and (iii) above. It wilt bo necessary to review ihe detailed 
documentation to ensure compliance with the law and adnvnisirativo practice. 

With respect to item (ij above, the Act provides ihat related persons are deemed not io 
deal at aim’s length, but that it is a question of fact whether persons not related to each 
other are at any particular time dealing at arm's length. Chase is not related to Finanuxcu 
Cbr purposes ofthe AO. provided that Chase docs not have any right to. or to acquire or 
control the voting of. shares of Financed! representing amajomy of mo voting shares of 
Ftnanceeo. For greatest certainty that Chase is not related to Financeco, we recommend 
that the Shares of Financeco be non-voting, so that Canco is the only person who owns or 
has any rights with respect to the voting shares of Financeco. 
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Whether Chase and Financeco In tact deal at aim's length will depend on all of the 
factual circumstances and the actual conductor the panics. The case law indicates that 
two patties will HOC be considered to be deaims 3t arm's length if one party has cte facto 
contra! ever theother party, if one person dictates the terms of the transaction, ifthe 
paraes act in conceit and in the same interest to achieve a common objective, if one party 
is acting merely to accommodate the other or is captive to the interests of . me other, or if 
there is no evidence of true bargaining between parties with independent interests. We 
would expect that none of these factors will *c present m the ease of the relationship of 
Chase and Financeco. and in particular that Financeco will be clearly represented by 
Csnco and ita appointees and will in fact bargain with Chase regarding ihe terms of the 
Loan. Accordingly, we w ould capect the arm't length rest to be met. 

Based on the foregoing, me withholding tax exemption under subparagraph 

1 1 2( l KSRWi) of the Act Should be available. 

2 Issues (or Financeco 
(a) Interest Deductibility 

Interest is generally not deductible pursuant to me previsions of the Act unless such 
interest is deductible in accordance W]th paragraph 20(Ij|c) of the Act. Such paragraph 
proviflej mar a Canadian taxpayer may deduct interest provided (i) it is reasonable, in) it 
is payable pursuant to a legal obligation and (iii) it is interest on borrowed money used 
for the purpose o f earning income from a business or property. Ws assume that she 
interest payable by Financeco an the loan from Chase will be commercially reasonable 
and will be a legal liability of Financeco. This leaves three issues which require fanner 
analysis. 

(t) Slants of the Chase Loan - We assume that the Chase Loan will take the form of a 
note wuh specified principal, interest, term to maturity, covenants, events of 
default and representations and warranties In standard commercial form. In this 
regard, we assume that, in addition to the interest rate being reasonable, it will be 
computed by reference to the principal amount and will accrue on a day-to-day 
basis. We assume that- at maturity. Financeco will repay Th* entire principal 
amount of the loan as indicated under the terms of the Note. The central indicia 
of a loan is ihe shared intention of the debtor and creditor that the amount 
advanced will be fully repaid- The fact that Chase has an independent obligation 
to subscribe for Shares of Financeco and an irrevocable obligation to pay the 
subscription priee following repayment of the loan should not result in the Loan 
horn Chase bein3 re-characterized as equity for purposes of the Act as opposed to 
borrowed money The treatment of the Loon (or pan thereof) as equity for 
accounting purposes will not affect the status of the loan for tax purposes which 
wilt 8« dependent on the legal character of the Loan. 
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( 11 ) g^rpose - Financeco will lain the funds which it has borrowed to Canco and will 
earn a spread over the amount 0 f interest which is payable on the Loan from 
Chase. We assume that the interest on this inter-company loan '"ill be paid and 
accordingly, we would expect that there would be no issue as to whether 
Financeco had borrowed the money for me purpose of gaining or producing 
income from property, being the inter-company loan. 

(iii) Thin CanirahTarion Rules - Suhierunn 18(d) orthc aoi provides tnat a Canadian 
corporation will not be entitled to deduct interest paid or payable by it on its debts 
to specified non-residents to the extent that the greatest aggregate amount of the 
corporation's outstanding debts m the year to specified non-residents exceeds 
three timos.its equity (the federal budget released on February 28. 2000 proposes 
to reduce tins to [wo times equity). Equity is specifically defined far these 
purposes (there are technical changes proposed in the budget). The definition of 
-equity" includes retained earnings of Financeco at the eommencerncnr of the 
year and Finer, ecco's contributed surplus and paid-up capttal but only to the 
extent that it was contributed or reined [a shares owned by specified non-resident 
shareholders of Financeco. Based on ihe proposed structure, Financeco will have 
minimal equity. 

Subsection 1 S(J) of the Act defines debts to specified non-residents for these 
purposes as debts awing to a non-resident wpe owns (or dees not deal at arm's 
length with the owner of) shares of Financeco, where those shares represent 25% 
or more by votes or value of the total issued shares of Financeco. For purposes of 
applying the definition, a person is deemed to own shares where such person has a 
right under a contract, in equity or otherwise, either immediately or in the future 
and either absolutely or contingently to or » acquire or to control ihe voting rights 
in respect or the shares. Because Chase will have a right under ihe share 
subscription agreement ro acquire 99.9% of the shares of Financeco. Chase “-in. 
in our view (subject to the discussion below), initially be a specified non-resident 
shareholder of Fmanccco. However, immediately »R»r the share subscription 
agreement is entered into. Chase will sell the right !0 the Shares (the Share 
Issuance Rights) to Cansub for an amount equal to the tor market value of such 
rights. The taxation year of Financeco should be established to end immediately 
following the sale of such right by Chase Once this occur. Chase will no longer 
have any right to require or be issued any shares oFFinanceco and will no longer 
be a specified non-resident shareholder for purposes of subsection 1 8(4) 
Accordingly, me provisions of subsection 18(d) wilt not apply to deny interest 
deductibility to Financeco in respect of the Loan from Chase. 

CCRA has looked at the deFinition of ‘■specified shareholder” for these purposes 
In a different context in a technical interpretation issued November 20, 1993. In 
that technical interpretation. CCRA came to the conclusion that, in order to be j 
specified shareholder, it was necessary that the person in question o«n at least 
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one share af me Canadian corporation in qucscion On a literal reading, this 
interpretation supports the conclusion that the holding of a right to acquire 3 share 
-ould not De enough- m and ofitseif. to constitute a person as a specified 
shareholder for these purposes. However, it is not clear th« the same conclusion 
would be reached in the context of Chase's relationship with Finaneeco. 

Subsection 18(5. 1 ) ofthe Act deems a person mho would otherwise be a specified 
shareholder not to be a specified shareholder in particular circumstances. This 
subsection is tfesignea to apply where a creditor owns a Share or right Subject to 
an agreement or arrangement under which, upon the satisfaction of a condition or 
the occurrence of an event that is reasonable to expect wj|| be satisfied or will 
occur, the creditor will cease to be a specified shareholder. This is clearly the 
case in this transaction. However, in order for this relieving prevision to apply, it 
is also necessary to demonstrate that the purpose for which the creditor became a 
Specified shareholder was to safeguard its rights or interests in respect of its 
indebtedness, ft is not clear thal this is (he only reason for Chase entering into the 
share subscription agreement since Chare is entering into the agreement in order 
to obtain me Share Issuance Rights which it will sell to Cansub. 

Based on the foregoing, while arguments could be made that Chase is not a 
specified non-resident shareholder of Financecp even if it doa not sell the Share 
Issuance Rights, we would strongly recommend that the Share Issuance Rights be 
sold immediately and that Finaneeco's taxation year rad immediately following 
such sale, in order to achieve a higher level of comfort on this issue. 

Please note due the federal budget released on February 13, 2000 proposes to 
include in debt that is suDject to me thin capitalization rule, debt guaranteed or 
secured by a “specified non-rcsidcnt shareholder" (although this proposal was 
subsequently deferred pending further study). We assume that the Loan will not 
be 50 guaranteed or secured. 

(iv) Imputed Interest Rules 

Subsection 17(1) of the Act applies in some circumstances where "a non-resident 
person awes an amount" to a Canadian corporation, the amount has been 
outstanding for more than a year, and (he corporation has not included a 
reasonable amount of interest in its income- We have considered whether Chases 
irrevocable Obligation to pay the subscription price for the Shares w Finaneeco 
following maturity and repayment of the Loan could b* considered an amount mat 
Chase "owes" to Finaneeco during the term of the smicturc- In our view. Chase 
does not owe any amouni to Finaneeco unless and until (i) the Loan has matureJ, 
and (li) Finaneeco has repaid the Loon, i.e. there is no amount owing by Chase 
during the terra ofthe stricture. Accordingly, subsection 17(1) is of no 
application. We also non that no assets of Finaneeco ha»c been loaned or 
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otherwise provided to Chase in consideration for Chase entering into its 
obligation under the share subscription agreement, as Financeco is only obligating 
itself to issue the Shares after they are fully prid. Accordingly. in otir view. there 
is no commercial reason why any amount on account of interest should be 
payable in respect of this future contingent obligation and therefore no policy 
reason why subsection 17(1 j should apply. 

(V) Potential Application of Section SO 

If mflsbtedjiess is forgiven, section SO of the Aei provides for the reflection of 
certain tax peels of the debtor antj ultimately for an income inclusion to the extern 
of any forgiven amount In the context of this transaction, financeco wifi most 
likely repay ns indebtedness entirely in swls. The cash will be utilized by Chase 
to fulfil its obligation to pay the subscription price for the Shares to Finincsco. 
These two obligations ans equal in amount, Therefore, oven if oae debt ts 
satisfied by set off against the other, provided the documentation it clear and 
consistent we would net anticipate that any forgiven amount will arise Even if 
ihe Chase Loan could be vtewefl as being satisfied in shares of Financeco. the 
provisions of paragraph 80(2X3) of the Act would apply such that there would be 
no forgiven amount based on the assumpuon that the fair rnarbet value o f the 
Shares of financeco when issued, is equal to me principal amount of the 
indebtedness being Jo satisfied. Accordingly, the provisions of section 30 wifi not 
apply in these circumstances (assuming mat all amounts of inter esi in respect of 
Hie Loan from Chase are paid when due). 

(vt) Capital Tax 

We have assumed that Financeco will be incorporated in Aibena and will not 
have a permanent establishment in any other province for purposes of me relevant 
provincial tire legislation. We have also assumed that Chase's obligation to pay 
the subscription price for the Shares »t maturity docs not constituto 
'indebtedness" for purposes of Pan 1-3 of the Act. In light of the fact that the 
mewing of "debt” and "indebtedness' is generally similar, we regard this 
assumption as reasonable, based on the discussion under the heading "Issues tor 
Cansub-(ia) Prescribed Debt Obligation" 

fttranceco's capital will Include 51C0 in respect of the Loan from Chase for 
purposes of Part L3 of the Act. However, Chase will be entitled to an investment 
allowance ofllOQ in respect of the loan to Caneo for those purposes, and 
accordingly will not be subject to large corporations tax. Alberta does not impose 
a capital tax on corporations other than financial institutions, and based on the 
assumptions above. Financeco will net be subject to capital aw in any other 
province. 
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3. Issues far Canco 

(a) Interest Deductibility 

iii General - The provisions of paragraph 2Q(I)(c> of the Act which are dtscussed 
above with respect to Financeco apply equally io Canco. Again it Will be 
important that the documentation of the loan by Financeco to Canco be in the 
form of an ordinary note with standard eammcreiel terms, mat tne interest be 
reasonable ar4 that the obligation to pay Such interest constitute a legal 
obligation. This loan will have none of the anributes of equity and Should clearly 
constitute sorrowed money which is intended to be and will in &c: be repaid 
Because the back-to-back provisions contained in subsection 18(6) oftlie Act -ill 
likely apply, Canco 'a payment of interest will be subject to the same thin 
capitalization concerns as chose set out above with respect to Financeco. We' 
assume that the loan will not be guaranteed or secured by a "specified 
non-resident shareholder" of Csnco. Provided Chase is not a specified 
shareholder of Financeco at any time when Canco is Indebted to Financeco. the 
thin capitalization rales will not apply to deny the deductibility of interest on the 
loan ro Canco. 

(ii) Use of the Borrowed Funds by Canco - To the extent that Canco uses the 

borrowed funds for general corporate purposes we would expeci the funds to 
qualify as money borrowed for tne purpose of gaining or producing income from 
a business. 

However, to the extent ihar Canco uses the borrowed funds to subscribe for shares 
of Cansub, which may be a special purpose corporation, and Cansub uses the 
funds to purchase the Share issuance Rights, we have some concern with respect 
to interest deductibility in respect of theta funds. 

The Act provides that iha borrowed money must be used for the purpose of 
gaining or producing income ftorn (in this case) property CCRA has generally 
taken tne administrative position that interest on money borrowed to acquire 
common shares is deductible, as there Is the potential |br significant meant: in the 
form of dividends. Howev er. in the contest of certain stntcrured finsncings. 
CCRA has not followed that position and has had some success in the courts in 
arguing that the real or actual purpose of a borrowing to acquire snares of a 
company was not to earn dividend income but rather to defer a* and transform 
income into a capital gain (iiijmer t MNK [1999] DTC 5153 (CA)). In iWwr. 
this conclusion was reached notwithstanding the fact that substantial dividends 
were actually paid, because these were insignificant in relation io the overall 
interest expense. TTie court did not find that the tan planning was unlaw ful or a 
sham hut rattier focused on the purpose of the borrowing- Further, the court 
explicitly found that it was not necessary to find that the investor's dominant 
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purpose mini be to derive income from itie borrowed amounts. rather. ihe 
taxptyer needed only 10 hive had 4 reasonable expectation of income when the 
iti.esrtnent *is made. However. in the facts of the Cue. the court found that the 
true purpose of the investment was not to earn income from me shares but to 
realize 1 capital gain in respect of the shares Mark Resources Inc. » R. [ 1 993] 
DTC 1004 (TCC) lakes a similar approach to the purpose of the borrowing. 

CRB Logging Co. k R. f 1999] PTC 840 (TCC), while only a lower us court 
decision, also raises interest deductibility concerns in light of the proposed 
structure. In that case, a company. Meager, borrowed funds to acquire me shares 
of rwa companies which owned nil of the shares of CRB. CRB borrowed funds 
which it used !o subscribe for dividend-paying preferred shares ofMeager. 
Meager used the subscription proceeds to repay its loans In the nest two years, 
dividends were paid by CRB up ta Meager and loaned to CRB and ultimately me 
shareholder loan was repaid and the preferred shares redeemed. No dividends 
were in fact paid on th= preferred shares. The cnan again focused on the purpose 
of the use of the borrowed funds and refesed to find an income earning purpose 
The court found that CRB had no realistic expectation of dividend income from 
the preferred shares because Meager had no income source of substance 
independent of the existence of CRB's business, and CRB in effect financed its 
own acquisition. While the facts in the eutTent transaction are very different, we 
have some concern where Cansub is a Single purpose vehicle because the funds 
borrowed by Canco are being used to acquire shares of Cansub. ind Cansub is 
using those fends to acquire as its only asset a right to be issued the Shares, which 
w ill have an inherent capital gain and no expectation of dividends during the term 
of the financing- 

These concerns are substantially reduced if Cansub is a significant operating 
corporation with an active business independent of the proposed financing which 
could and presumably would pay significant dividends on shares acquired by 
Canco. 

Particularly in the event that it ts not possible to ulilizr an existing substantial 
company as Cansub in the structure, we would strongly recommend that a cash 
tracing approach be used. Canco would accumulate cash from business 
operations in a separate bank account and would borrow using a credit facility to 
finance an business expenses. Canco would use the segregated cash to purchase 
shares of Cansub and would use the money loaned to it by Fiiunccco to repay the 
line of credit. Thus the investment in Cansub would be made with unbotrowed 
money, and the borrowed money would be used by Canco to repay loans incurred 
id earn business income. Pursuant to subsection 20{3l of the AO. borrowed 
money used |o repay the line ofcredil advanced would take on the purpose ofthe 
original borrowings. On the basis ofthe analysis ofthe Federal Court of Appeal 
in5ir»gfero» *. R.[1999J DTC 53b2. we - nuid expect that such a cash tracing 
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approach, if carefully carried out, would be successful in demonsttating (he 
appropriate purpose for purposes of (he tesr seroui in' paragraph 20(1 1(c) of (he 
Aci. In (his regard we note chit (he Crown has applied lor and obtained leave to 
appeal (he Singteran case |o (he Supreme Court of Canada. 

(b) Capital Tax 

We have assumed (hat Canco would be an Ontario corporation (hat does not have 
a permanent establishment in any other province for purposes of the relevant 
provincial tax legislation. Canco will bs required to include SiOQ m its capital in 
respect of the loan from Financrco, arid Cffar purposes of Part L3 ofthe Act) 
should be entitled to an investment allowance of 570 in respect ofits investment 
in Cansub. For Ontario capital tax purposes, the investment allowance will be 
capped at that proportion ofCanco's paid-up capital that the cost of its eligible 
investments in other corporations is of its total assets, subject to certain 
adjustments 

4. Issues for Cansub and Chase 

(a) 5.116 

The Share Issuance nights will constitute -taxable Canadian property” for 
purposes of the Act. Accordingly, since Chase is a non-resident of Canada for 
purposes of the Act. it will be required to norliy CCRa of the disposition of the 
Share Issuance Rights la Cansub and apply for a tax clearance certificate under 
section 1 1 6 of the Act. If the rax clearance certificate is not received by the aOth 
day of the month following the month in which the disposition occurs. Cansuo 
will be liable ro remit to CCRa one-third or the purchase price for the Share 
Issuance Rights on account of the tax potentially payable by Chase in connection 
with the disposition- Thus liability arises notwithstanding the fact that any gains 
on the disposition would be exempt Irom Canadian tax under the T rcaly provided 
that the shares of Plnwictco do not derive their value principally from Canadian 
real property or resource property. However, it is possible lo apply for the tat 
clearance certificate in advance of the date of disposition, and in light of the 
consequences of a failure to obtain the certificate by closing, it is recommended 
that Chase in fact apply for the certificate well before the date of disposition. 

5. Issues for Cansub 

(aj Prescribed Debt Obligation Rules 

Subsection 12(3) of the Act requires a corporation to recognize interest that hos 
accrued on each debt obligation held by the corporation Iwith certain exceptions) 
up ia the end of each year For these purposes, where a taxpayer acquires on 
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interest ia a "presented debt obligation". an amount determined in prescribed 
manner IS deemed to accrue to the laspayer as interest on the obligation. 
Subsection 7Q00{ ! ) of the Regulations under the Ac: defines a "prescribed debt 
obligation" to be a debt obligation which meets one of several listed conditions. 

Far purposes of derattnining whether the Share Issuance Rights are a "prescribed 
debt obligation" within the meaning of subsection 7000(1] of the Regulations, we 
have assumed that the terms of the share subscription agreement will provide that 
Finances mop only satisfy ns ooiigaiions by delivering the Shares, and not by 
delivering cash. It is further assumed that the assignment of the Share Issuance 
Rights by Chase to Cansub is irrevocable, with no right <o a refund in (he event 
that finaneeeo does not oe|i»cr th= appropriate shares id (he holder of me Share 
Issuance Rights. 

The word "debt" is capable of various iwerpre (aliens depending on the contest 
As stated by C.R B- Dunlop in Creditor-Debtor Lq w in Canada, (Z M . si) 
(Searboreugh: Carswell. 1994], a page Id. "instead of trying to define a core 
meaning, it would seem belter io agree with Use editors of the Corpus Jwis 
Secundum that "[the word] cakes shades of meaning from the occasion of its use. 
and color Botn accompanying use, and it is used in different statutes and 
constitutions is senses varying from a very restricted to a very general one". 
Nevertheless, as stated by C.R.B. Dunlop, "one can say that fits most common use 
of the word ’debt’ is to describe an obligation to pay a sum certain or a Sum 
readily reducible to a certainty." 

This approach is consistent With die view taken by the Saskatchewan Couti a f 
Appeal in Noble r. Loobbrook. [1918] 40 D.LR- 93, in which the court reviews 
various definitions of debt and concludes that a debt require* a sum certain or a 
sum that can be determined by computation. Similarly, the Saskatchewan 
Queen'S Bench stated in Mays/ Trust Co- >■ H.A. Roberts Group IM [ i59S] a 
W.WR. 3Q5 at 34) that debt -means a specific kind or obligation Bar a liquidated 
or certain sum incurred pursuant to an agreement." The court was concerned » i th 
the interpretation of a particular provision in die lend Teles da which referred to 
the term "debt". Tho court held that the word “debt" implied an obligation so pay 
a sum certain, as a principle of statutory interpretation. 

Based on the above, in our view the term "debt obligation" as used in subseciion 
70CO(i ] of ihe Regulators means an enforceable obligation to pay a stun certain 
in the present ease, the Share issuance Rights merely represent an obligation of 
Finaneeeo to deliver the Shares to the holder of the Share Issuance Rights at a 
specific future dale following payment of the subscription price fer the Shares by 
Chaser and can net he satisfied in cash. A|». the value of the shares at the 
matumy of the structure ia not determinable w this rime. Based on the foregoing, 
the better view is that the Share issuance Rights are not a debt obligation. 
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Even if [he Sh^re Issuance Rights '‘/ere considered to he a debt obligation, it is 
difficult to see how subsection 7000(1) oflhe Regulations would apply, [f it were 
accepted that the Share Issuance Righis were a debt obligation- the Share Issuance 
Rights would most likely constitute a "prescribed debt obligation" further to 
paragraph 70001 1 )(a) of the Regulations, which pertains to a particular debt 
obligation "in respect of which no interest is stipulated to be payable in respect of 
its principal amount." Subsection 7000(2) of the Regulations provides that the 
amount of interest that is deemed to accrue tc a taxpayer on an obligation that a a 
presented debt obligation under paragraph ^COO^ lj(s) is, in general terms, a rare 
equal to the maximum discount rate- for which'the holder’s coat of the Share 
Issuance Rights is equal to the present value of all maximum payments that may 
be made under the obligation. However, the only obligation of Financeco under 
the Share Issuance Rights is to deliver Shares at a speei fled Future date, and the 
Shares are common shares which have ho maximum value. It is therefore 
difficult to sec how subsection 7000(2) of the Regulations could be applied to 
determine ihe rate of interest which should be deemed to accrue in respect of the 
Share Issuance Righis. For this reason, it appears that the Share Issuance Rights 
are not the type of obligation to which section 7000 of the Regulations is Intended 
to apply. 

(b) Mark-to-Market Rules 

If Cajisub were a 'financial institution” within the meaning of subsection 142 2(1 i 
of tbc Act, and jf the Share Issuance Rights were “mark-to-market property” or a 
“specified debt obligation' within the meaning or that subsection, then special 
rules in sections 142-2 to 1 42.6 of tht Act might apply to require Cftnsub to 
include amounts in income. However, in our view, Cansub's participation in these 
transactions will not result in Cansub being such a ' financial institution'' (and « 
have assumed that Cansub is not a 'financial Institution” before entering into 
these transactions). It is possible for a corporation that is not s traditional 
financial institution to be a 'restricted financial institution' under subsection 
344(0 of the Act and accordingly a 'financial institution", in particular if the 
'principal business' of the corporation is 'the lending of money to persons with 
whom the corporation is dealing at arm's length or the purchasing of debt 
obligations issued by such persons or a combination thereof. Cansub's 
participation in the financing transactions does not involve lending money or 
purchasing debt obfigaiinns issued by arm's length persons. Even if the Shore 
Issuance Rights were regarded as a debt obligation, which in our view they arc 
not. the obligation would have been issued by Financeco and not Chase, since u is 
Financeco’a obligation to issue Ihe Shares to Cansub. and Financeco and Cansub 
do not deal at arm's length within ihe meaning of tha Act 
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(cj Cain an Financceo Shares 

When Cans* receives FSnwceco's Shafts pursuant is the Star* Issuance Rights, 
it should not be considered to have realized 3 gam. but rather, is ha«= acquired the 
Shares of Finances© wjm s eosj equal so 570 The Shares are ©tins acquired 
pursuant to a subscription agreement, and the animate analysis is similar to that 
applied in the contest! ©fa special warrant. ■ 

However, Cansub will own Shares with an inherent capital gain. Cansub could 
avoid realizing such capital gain in a number of ways. For instance, Cansub and 
Financcco could be amalgamated. On the amalgamation, Cansub would be 
deemed to Rare disposes of ihe Shares for proceeds equal to the adjusted cost 
base of ih® Shares, so that no capital gain would be fecosnized- 

(d) Capital Tax 

If Cansub is a special purpose vehicle, we have assumed that it would be an 
Alberta corporation that does not have a permanent establishment in any artier 
province fbt purposes of the relevant provincial tax legislation. Cansub should be 
subject w federal large corporations tax in respect of rhe 570 dollar capital 
subscription irons Canco. bur based on the assumption above, should not be 
subject to any provincial capital taxes. 'If Cansub is art operating corporation, u 
will be subject to provincial capital a* depending on the provinces where it 
carries on business. 

6. ANTI- AVOID rcNCE ISSUES 

I Judicial Principled 

The Canadian courts hive developed a number of Judicial ami-avoidance 
doctrines which, where applicable, could deny the intended tax consequences of a 
particular plan. However, these Spcirines are very limited in scope. Those 
doctrines which have been accepted {or not rejected) by the Supreme Conn of 
Canada are summarized below. 

The courts have held that a transaction which was legally inaffeenve or 
incomplete could not carry with it the tax consequences intended had ih» 
iransoc ijons had legal effect Similarly, a party whieh was seen as merely an 
agent or conduit would sot have ascribed to it tax consequences in its own right, 
but rather the transaction would be seen IS having been underlay cn between me 
person with whom it contracted and the ■"principal". While til* Canadian cqures 
do recognize the concept of a "sham", they define it narrowly as * transaction 
intendtd to convey the impression of ihe creation of legal relationships "hieh 
were not in fact intended by the parties. The Supreme Courr of Canada has 
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specifically rejected, even in the content of tax-motivated transactions, the 
concept of* "business purpose" test being applied to negate (be ox consequences 
of transactions fully intended to pave legal effect and properly implemented, or a 
concept of economic substance ovetnding legal form, although lower courts nave 
sometimes purported to apply these types of tests. 

The most relevant stamp!* of if, e judicial approach of the Supreme Court of 
Canada to tax-moquated financing transactions is the recent ease of Shetl Ctnwttii 
Limned » The Quw ■- 99 BTC l Q44. In that case. Shell required U.S. dollars for 
its business, instead of sorrowing U.S. dollars. Shell borrowed New Zealand 
currency at a high nominal imeresi rare of 15.4% (higher than the nominal interest 
rate applicable to a U S. dollar borrowing), and entered into forward foreign 
exchange contracts with another party pursuant to which it purchased U.S. dollars 
with the New Zealand dollar borrowed, and purchased forward New Zealand 
dollars with U-S. dollars w order lo meet the New Zealand dollar interest 
obligations and principal repayment obligation- Because of the expected decline 
in value of the New Zealand dollar in relation to the U.S. dollar. Shell expected to 
h3’c a foreign exchange gain when it closed out Hie forward foreign exchange 
comracp and repaid the Now Zealand dollar principal amount owing on the 
debentures. If the New Zealand dollar debt obligation and fan* aid foreisa 
exchange contract could be integrated into one transaction, the economic effect 
wo«14 be the equivalent of a borrowing in U.S. dollars at an interest rare of 9 rv 
Based on the form of the transactions as carried out, the taxpayer claimed interest 
expense at the rate of 13.4%, and claimed a capital gain on the close of the 
forward contraet- 

It was recognized by the Supreme Court of Canada that the transactions were tax- 
motivated, that the borrowing and forward exchange contract were linked together 
in the sense that the borrowing would not have been entered into in the absence of 
the (brward exchange contract, and that if Snell had simply borrowed U.S. dollars, 
it would have paid 9.1% interest instead orthc 13.4% claimed. It was accepted 
that there was no "sham" involved. The Supreme Court of Canada found in 
favour of die taxpayer based on «n analysis which respected the separate legal 
obligations and did not recharacterize them in any way. The court accepted that, 
as betwetn the lenders and Shell- Shell had actually borrowed Now Zealand 
dollars aad agreed to pay the 15.4% interest rate, and there was no element of a - 
synthesized U.S. dollar loan as between these parries. 

The Supreme Court of Canada stated that u "has never held that rite economic 
realities of a situation can be used to recharacterize a taxpayer's bona tide, legal 
relationships'' and that they have held to the contrary that “absent a specific 
provisions of the Act to the contrary or a finding that they arc a share, the 
taxpayer's legal relationships must be respected in tax coses. Rccharactenzptwn 
is only permissible if the label attached by the taxpayer to the particular 
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transaction dess net properly reflect its actual legs! effect". The Cmutaiso 
sroptusiwd that if an unambiguous provision of the Act applies to a taxpayer's 
transaction (such as the interest deductibility provision). it must simply be applied 
by the Court, regardless of die -seonomic realities'' of a transaction or the genera) 
.object and spirit of the provision. The fact that Snell structured ns transactions to 
take advantage of provisions of the Ad was of no concern to the Court, which 
stated that Shell was fully entitled to do so. 

In * number of pans of the jud^eor. the Supreme Court or Canada emphaaims 
that the parties to the New Zealand dollar loan transaction and the parties 10 the 
forward foreign exchange contract u ere different In fact the lenders were ' 
unrelated to the counterparty to We forward foreign exchange conlract In our 
case, the parties to me different transactions which we would seek to nave 
respected as separale legal transactions are also different, te. Chare lends to 
Finaneeco But We party to the prepaid purchase contract with respect to We 
Financeeo shares is Cansub. Because Fmanceco and Canstib are related 
corporations, (he.stwation is not quite as strong as m me ibnl case; however, in 
our view they would nevertheless b* respected as diflereri partita to the 
transactions, and the overall reasoning of (he Supreme CourtofCanada should 
still apply. 

Based on the foregoing, weare of the view Wat no judicially developed anti- 
avoidance docuine should properly be applied in the circumstances qf We present 
ease. 

GaaR 

A statutory general anti-avoidance rule was added to section W of the Act in 
1983. Under this rule, ifany transaction forming part of the proposed financing 
could be considered an "avoidanCS transaction" f°r purposes of this role, Chase. 
Canco and thejr affiliates could be denied any Canadian tax benefi ts resulting 
front the transaction unless it may net reasonably be considered mat the 
transactions would result in a misuse of We provisions of ihc Act or an abuse 
having regard to the provisions of We Act read as a whole. A transaction will be 
an "avoidance transaction" if it results, directly or indirectly, in a reduction, 
avoidance or deferral of tax payable under the aci unloss the transaction may 
reasonably be considered to have been undertaken or arranged primarily for bona 
fide purposes other than no obtain me at benefit. If the general anti-avoidance 
rule a held to apply to a transaction, the tax consequences are to be redetermined 
as is reasonable in the cireumsiances in order to deny the intended tax benefit. 

On the issue of whether the proposed transactions contain one or wore "avoidance 
transactions". Were are clearly ux benefits resulting front the transactions, 
including the deduction by Canco of interest expense which i*in economic reality 
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3. return of a portion of Chase', net $50 capita) investment in the financing, and 
possibly also the access to (he withholding lax cemption for the Loan The 
access to me withholding tax exemption would arguably be a tax benefit if one 
compares the proposed transactions to a transaction invoking a simple borrowing 
of 530 by Canco from Chase. In that event, the S30 principal amount would 
presumably amortize by more than 25% during the first 5 years of rhe term of the 
Loan, and so the requirements for the withholding tax exemption would not be 
met. 

A transaction resulting in tax benefits will be an “avoidance transaction" unless it 
urns undeT-axcn for baneful* purposes other than to obtain the tax benefits. In the 
Shell ease, which was a pte-GAAR case, the Supreme Court of Canada 
considered whether Shell entered into Its transactions for a bona fide business 
purpose. The Court specifically declined to express an opinion on whether 
acquiring hinds ai the lowest possible after-tax cost is a bona fide business 
punjose. In the subsequent Canadian Pacific case, discussed in mote detail , 
below, the Tax Coon of Canada found in similar circumstances Ihai there was no 
“avoidance transaction'' included in the series of transactions because all ■ 

transactions were “inextricably linked as elements of a process primarily intended j 
to produce die borrowed capital which the Appellant required for business 
purposes - , hievenheless. in our view, the proposed transactions in the present 
case may be regarded as including one or more “avoidance transactions'', and we 
will consider the position under the general amt-avoidance rule in the event that 
this finding is made. The principle issue would then be whether the transactions 
would result in a misuse of the provisions of die Act or an abuse having regard to 
the provisions of the Act read as a Whole. 

In our *iew, ih» reasons of the Supreme Come of Canada in the Shell case 
strongly suggest that the Coun would have found in favour of the taxpayer i f 
GaaX had bent an isctie in that case. As mentioned above, there was certainly 
some question raised as to whether Shell would even be regarded as having 
entered into an "avoidance transaction - - Furthermore, the Coun stated that “a 
searching inquiry for either the 'economic realities' of a particular transaction or 
the general object and spirit of the prevision at issue can never supplant a court's 
duly to apply an unambiguous provision of the Act in a taxpayer's U ansae tier-. 
Where the provision at issue is clear and unambiguous, its terms mus« simply be 
applied". This strongly suggests that if a taxpayer seeks to ashiave lax results 
which are available based on the application ofa clear and unambiguous 
provision of the Act, then this could not be concluded to be a “misuse" of ihc 
provision or an abuse based on the “object and spirit” of ihe Act. on the basis that 
the intended use and specific object and spins of the prevision are reflected in its 
clear and unambiguous words. The Supreme Coun ofCanada criticised the 
Federal Court of Appeal for its “misplaced reliance on economic realities - which 
“caused it to stray from the express icnns of s. 3<H I KcXiJ and supplement the 
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provision with extraneous policy concerns that were said to form pan of its 
purpose'', and warned tfcu courts must "be cautious before finding within the 
clear previsions of the Act aji unexpressed legislative intention'. The Supreme 
Court of Canada emphasized that it is not the Court's role to prevent taxpayers 
from relying on sophisticated transactions to achieve tax results more favourable 
than those that might be achieved by less sophisticated tax payers. 

It is important ro note that, at the hearing of the Shell case by the Supreme Court 
of Canada, another taapayer. Canadian Pacific Limited, was represented as an 
inteivenor. This is because Canadian Pacific is involved in a to* case on virtually 
the identical facts to Shell, and 15 therefore directly afTeeted by the results on the 
rwn-GAAR issue addressed in the Shell ease. However. Canadian Pacific's case 
involves a post-GAAR year. One would presume that the Supreme Court of 
Canada was folly aware of Canadian Pacific's circumstances in rendering its 
appeal decision in favour of Shell. The strong prtwaxpayer statements which 
form pan of the derision use language which is similar to the GAAR rule, 
particularly the statements regarding "object and spirit" and identity mg the 
purpose of a provision of tha Act. It is difficult to believe that the Supreme Court 
of Canada would use such language, which is highly suggestive of the GAA3. 
provisions, and nevertheless be of the view that GaaR should apply to the 
transactions carried out by Shell and Canadian Pacific. Most members of the 
Canadian tax community believe that the Supreme Conn of Canada as currently 
constituted would have found in favour of Shell if GaaR had been applicable, 
and would find in favour of Canadian Pacific on die GaaR Unto. 

Given that Shell has succeeded in the Supreme Coun of Canada, tha only issue 
now facing Canadian Pacific is GaaR. The GaaR case was decided by the T as 
Court qf Canada in favour of the taxpayer on October 13. 20CO. and is expected to 
be appealed. It w>l| likely be several years before the Canadian Pacific cose js 
before the Supreme Coun of Canada on the GaaR issur. 

The Tax Court of Canada decision in the Canadian Pacific case was highly 
favourable to the taxpayer, and die Tax Court of Canada adopted a restrictive 
interpretation of GAAR, similar to the attitude ordte Supreme Coun. of Canada in 
the Shell case. It was found that none of the transactions included in the senes 
was an "avoidance transaction" because all transactions in tha series were 
intended to be parr of a process primarily intended to raise capital for business 
purposes. 

In any event even if there had been one or mote -avoidance transactions ’, the 
Tax Coun of Canada found that there was no misuse of the Act or abuse having 
regard to the provisions of the Act read as s whole. The reasoning of the Supreme 
Coun of Canada in the Shell case, to the effect that the deduction of interest 
payments at the actual rate on the New Zealand dollar lean was not contrary to the 
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object and spirit of paragraph 20 ( 11(0 but rather fulfilled its purpose, *13 
specifically quoted and saopted- 

The Tax Court of Canada also adopted the following reasoning fiotn the case of 
Jabs Cnnsiruciian LuL v. R„ 59 p.T.C. 729 lt 739: 

Section 2«5 is an estrone sanction. It should not be used routinely every 
time the Minister gets upset just because a taxpayer stjuctures a 
transaction in a tax effective way, or docs not structure it tn a manner that 
maximizes the tax. 

There are several other rasa in lower cdvhs which have considered GaaR. 

There we two "surplus stripping" cases in which GaaR was applied by the Tax 
Court of Canada to prevent the taxpayers From convening "ha would have been 
a taxable dividend resulting from a liquidating tUstributtcn of assets out of a 
Canadian subsidiary into its U.S. parent into a capital gain exempt from Canadian 
tax by virtue of the Treaty exemption. GAAP. was also applied in another ease 
involving a tax loss transfer scheme. There is otto other Tax Court of Canada ease 
id which CMS *33 not applied because a very complex series of transactions 
was found not to involve any “avoidance transaction'- The court's reasoning :s 
unclear. In our view, the facts of these lower court GAAR cases ant sufficiently 
different Jots the facts we are enitsiderin g'that it is not possible to draw any 
meaningful comparisons. Also, the analysis of the Jaw« court in these GaaR 
cases does not provide any general guidance on the intejptetation of GaaR which 
provides any meaningful assistance in dercnstfnmg wh«h« GaaR applies to the 
present facts- We regard the Shell case, notwithstanding that U is a pre-GAAR 
case, and also the Canadian Paci/ie case, as much more relevant W the rase at 
hand. 

To summarize, as a result of the decision of the Supreme Court orCanaaa in the 
Shall case and the decision of the Tax Court of Canada in the Canadian Pacific 
case, and assuming that the judicial approach (aim by the mcmbeis of the Courts 
in those cases is applied, it is our vie* lhat GaaR should not be successfully 
applied to the proposed transactions. The GaaR issue should be reviewed by 
Canco and its tax advisors, having regard to all or the detaled facts and 
circumstances of the transactions and the documentation. 


Yours very truly, 

BLAXf. CaSSELS &GRAYDOJJ ULfi 
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Robert McGuiric 

RE: Project Siaoshot 

Issue 

Will the transaction described hetow be treated as a sett-amortizing r.el loan in the 
amount of $375 million from Flagstaff Capital Corporation to BV-1 For United 
States federal income tax purposes? 

Conclusion 

In our view, the most appropriate treatment for United States federal income tax 
purposes of the transaction described below is as a seif-amortizing net loon i" the 
amount of$375 million from Flagstaff Capital Corporation to BV-1, 

Facts 

F)r,<;;ioff Lour.. OnJune22,200I, Flagstaff Capital Corpratm ("Flagstaff), a 
Delaware corporation which i3 wholly-owned by. the Chase Manhattan Bank, 
borrowed $375 million from a syndicate of banks pursuant to a certain credit and 
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security agreement dated as of June 22, 2001 ("Flagstaff Loan"). The members of 
the bank syndicate are Chase Manhattan Bank, the Royal Bank of Scotland pie, the 
Industrial Bank of Japan, Limited (New York Branch), and the Bank of'fokyo- 
Mitsubiahi, Ltd ("Flagstaff Lenders"). Each member's respective share of the loci; 
commitment is $93,750,000. Interest accrues on the unpaid principal amount of the 
Flagstaff Loan at a variable rate (generally, LIBOR plus 1.125%) payable quarts .v,-. 
Any overdue amounts accrue at that rate plus an additional 2% per annum. In 
addition, principal paym ents are required to be made quarterly according to an 
amortization schedule. The final payment of any unpaid principal and accrued but 
unpaid interest is due on June 23,~’2006. 


SO 
V 

Vl $,000 


Flagstaff irrevocably assigned for the benefit of the Flagstaff Lenders Flagstaff’s 
interest in the Hansen Note, the Enron Agreement, the Warrant Agreement, die Put 
Option Agreement, the Total Return Swap Agreement, and the Interest Rate Swap 
Agreement (all described below, and together with the Subscription Agreement, the 
Subscription Payment Assumption Agreement, hereafter collectively referred to as 
the Operating Documents). Among other things, the obligation of the Flagstaff 
Lenders to make the Flagstaff Loan was conditioned upon (i) the execution of the 
Operative Documents and (ii) Flagstaff using the proceeds of the Flagstaff Loan to 
make the loan to Hansen ("Hansen Loan") (described below). Flags taff is not 
entitled to assign or otherwise transfer its rights or obligations under the Flagstaff 
Loan without the prior written consent of each of the Flagstaff Lenders. 

On June 22, 2001, The Chase Manhattan Bank, and Flagstaff entered into a 
Confirmation and I^A Master Agreement pursuant to which Flagstaff and the 
Chase Manhattan Bank entered into a fUed/ floating rate swapwith respect to ■ 
payments due by Flagstaff under the FlagstaffLoan. As a consequence of this 
agreement, Flagstaff effectively converted its obligation under the Flagstaff Loan to 
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pay variable interest at LIBOR plus 1 .25% into an obligation to pay fixed interest at. 
the rate of 6.12% per annum 

Day-Llght-Lonn. At the beginning of day on June 22, 2001, the Chase Manhattan 
Bank loaned $[ 1,039,304,34 7) to Flagstaff (the "Day-Light Loan"). Flagstaff repel 1 
the Chase Manhattan Bank the principal amount of the Day-Light Loan (i.e,, 

S[1 ,039,504,347]), without interest, before the end of tire day, on June 22, 2001. . 

Flagstaff repaid the Day-Light Loan with the proceeds received by Flagstaff from 
Newman Investment Co. ("Newman") in consideration for Flagstaff entering into to 
the Subscription Payment Assumption Agreement (described below). No instrument 
was prepared to evidence the Day-Light-Loan. 

\ ©3^ h'oH 3 t t'| 

Hansen Note. On June 22, 2001, Hansen Investments Co. ("Hansen"), a Nova 317’ 000 
Scotia unlimited liability company (treated as a disregarded entity for United States \ L \ \ 
federal income tax purposes) which is wholly-owned by Compagnie Papiers 
Stadacona ("CPS Holdings”), drew upon a certain credit agreement dated as of June 
22, 2001 between Hansen, as borrower, and Flagstaff, as lender (the "Hansen Note"). 

The stated principal amount of the Hansen Note is S 1 ,414,504,347. Repayment of 
the entire principal amount is due in a single ’‘bullet 11 payment on June 23, 2006 ("the 
Maturity Date"), although the repayment date may be accelerated in the case of any 
default event Interest accrues on the stated principal amount at the rate of 6. 12% per 
annum. Any overdue amounts accrue interest a! the stated rate plus an additional 
interest of 2% per annum. Accrued interest on the stated principal amount is due on 
a quarterly basis. In the event of any prepayment of the stated principal amount, 
whether voluntary or involuntary, Hansen is required to pay the.sum of (a) the 
accrued and unpaid interest due on the stated principal amount on or before the date 
of any such prepayment,. plus (b) the net present value of all payments of interest 
under the Hansen Note that would have been payable on the purported principal 
amount so prepaid after such date if such voluntary or involuntary prepayment of the 
principal had been paid on the Maturity Date, rather than on the date of prepayment 
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(using a discount rate equal to the rate of interest under the Hansen Note) ("the 
Hansen Make- Whole Amount' 1 '!, 

Among other things, the obliptian off kgsafT to make the Hansen loan was 
conditioned upon (i) the.executionaf the Operative Documents and the CPS 
Holdings Note (described below) and (ii) Hansen using the proceeds of tire Hansen 
Loan to make the loan to CPS Holdings ("CPS Holdings Loan") (described below). 
For purposes of the Hanses, Note, a "default event" includes a failure by CPS, 
Holdings to comply with sny obli gation of CPS Holdings under the CPS Holdings 
Loan. Neither Flagstaff nor Hansen may assign its rights or obligations under the 
Hansen Loan without the prior written consent of the other, except that Hansen 
consents to Flagstaff granting a lien in Flagstaffs interest in the Hansen Note sxi tile 
Hansen Make- Whole Amount to the Flagstaff Lenders as provided for in the 
FlagstaffLoan. 

The net pres ent value as of June 22, 2001 of the interest payments due on the Hansen 
^oanover its termequal the present value of thcjmncipal and interest payments that 
would be due with respect to a self-amortizing loan in the amount of S375 million 
upon which principal and interest payments are made on a quarterly basis through 
June 23, 2006. and upon which interest is calculated on the unpaid principal balance 
at a per annum rote equal to 6.12 percent. 

CPS Holdings Note. On June 22, 2001 , tosen transfer red $1,4 14, 604j_47jo CPS 
Holdings in exchange for a note issued by CPS Holdings ("CPS Holdings Note”). 
The principal amount of the CPS Holdings Note is $1 ,414,504,347, and the 
repayment of such principal amount is due upon the earlier of the demand of Hansen 
or June 23, 2006. Interest is due quarterly on the unpaid principal balance at a rate 
equal 6. 13% per annum. Any overdue amounts accrue interest at the stated rate plus 
an additional 2% per annum. CPS Holdings may prepayjhe CPS Holdings Note in 
■whole but not in part, together with tire make-whole amount (which is computed in 
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the same manner as the Hansen Make-Whole Amount), at any time, Upon a default 
by CPS Holdings in payment of any amounts owing under the CPS Holdings Note, 
Hansen may cause the principal of the CPS Holdings Note then outstanding, together 
with ali fees, supplemental costs, the Make-Whole Amount and other obligations of 
CPS Holdings pursuant to the CPS Hotdings Note, to become immediately due and 
payable. 

CPS Holdings is a Nova Scotia unlimited liability company (treated as a disregarded 
entity for United States federal income tax purposes) which is wholly owned by BV- 
2, a Dutch company. BV-2 is wholly-owned byBV-1. An election has been made 
to treat BV-2 as a disregarded entity for United States federal income tax purposes, 
BV-1 is a Dutch company that is wholly-owned by Sundance, a United States 
partnership. BV-1 is treated as a "controlled foreign corporation" ("CFC”) ns 
defined by Section 957(a) of the Internal Revenue Code of 1 986, as amended ("the 
Code"). 

Enron North America ("ENA"), a Delaware corporation, owns a limited partnership 
interest in Sundance which provides ENA 50% percent of the voting interest and 
79.99% of the economic interest in Sundance, in addition, ENA owns a genera! 
partnership interest in Sundance which provides ENA .01% of an economic interest 
in Sundance. Outside investors who are United States persons and who are unrelated 
to ENA own limited partnership interests which, in the aggregate, provide them with 
50% of the voting interest and 20% of the economic interest in Sundance.' 

On June 22, 2001, CPS Holdings transferred a total of S375 million to Enron 
Corporation ("Enron"), an Oregon corporation. $346.1 million was in repayment of 
a previous loan made by Enron to CPS Holdings_(the "Enron Loan"). CPS Hoi-lings 
used the proceeds of the Enron Loan to purchase the stock of Daishowa Forest 
Products Limited, a Canadian federal corporation, from ail unrelated party. The 
remaining $28.9 million represented payment of a structuring fes._ 
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On June 22, 2001, CPS Holdings transferred $1, 039,504,347 W Canada Power Corp. 
("ECPC") in exchange for a note issued by ECPC (the ”ECPC Note"), ECPC is an 
Ontario, Canada corporation that is treated as a CFC for United States federal 
income tax purposes. ECPC is wholly-owned by Enron Canada Corporation 
("ECC"), an Ontario, Canada corporation. ECC is wholly-owned by ENA, and ENA 
is wholly-owned by Enron. 

The ECPC Note. The principal amount of the ECPC Note is $1,039,5 04,347, and 
the repayment of such principal amount is Sueon June 23, 2006. Interest is due on 
the unpaid principal amount at a rate equal [6.709]% per annum (except any overdue 
amounts accme interest at the stated rate plus an additional 2% per annum). 
Consequently, the ECPC Note, the CPS Holdings Note, the Hansen Note and the 
FlagstafTNote all share the same payment date?. ECPC may prepay the ECPC Note 
in whole but not in part, together with thermake-whqlc amount (which is computed 
in the same manner as the Hansen [Make;' Whole Amount) at any time. If ECPC 
pays the make-whole amount to CPS Holdings, the unpaid balance of the principal 
amount wilt ccaso to accrue interest. [Upon an occurrence of a default by ECPC 
with respect to the payment of any amounts owing under the ECPC Note, CPS 
Holdings may cause the principal of the ECPC Note then outstanding, together with 
ail fees, supplemental costs, the Make-Whole Amount and other obligations of 
ECPC pursuant to the ECPC Note, to become immediately due and payable.] 

According to the ECPC Note, the ECPC Note was issued by ECPC upon the 
condition that (i) concurrently with the execution of the ECPC Note, ECPC a nd CPS 
Holdings execute and deliver a certain guarantee and indemnity agreement 
("Guarantee and Indemnity Agreement") wherein CPS Holdings guarantees in favor 
of ECPC, inter alia, the obligations of Newman to ECPCJ pursuant to the share 
subscription agrecment,(the “Newman Subscription Agreement”) between ECPC 
and Newman, and (it) immediately thereafter the debenture shares described i n the 
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Newman Subscription Agreement (the “Debenture Shares") are issued to ECPC 
pursuant to the tenns of such Newman Subscription Agreement, The ECPC Note is 
not assignable by CPS Holdings without the prior written consent of ECPC. 

The Debenture Shares. On June 22, 2001 , ECPC transferred $£,039,504 to 
Newman, a Nova Scotia unlimited liabilitycompany (treated as a pass -through entity 
for United States federal income tax purposes) which is wholly-owned by CPS 
Holdings, in exchange for Debenture Shares. The Deb enture Share s are 
mandatoriiy redeemable an . June 23, 2006 at their face amount of $1,039,504 and 
may be redeemed earlier, at the option of Newman. If there is an earlier redemption 
of the Debenture Shares, Newman is required to pay a " make-whole amoun t" 
computed in the same manner as the Hansen Make- Who le a mount . T he Dehentim i 
Shares provide for distributions emulated at the same rats its interest o n the ECP C 
Note. Distributions on the Debenture Shares are due .and payable onjhe same 
dates, and in the same amounts, as the interest due under, the ECPC Note. 

Pursuant to the terms of the Debenture Shares and Canadian law, distributions on the 
Debenture Shares are payable irrespective of whether Newman's board of directors 
declares any distributions and irrespective of whether Newman has earnings and 
profits as of the distribution payment date. In addition, i n the case of any overdue 
distri butions, the holder of Debenture Shares will be entitled to all the rights of 
creditors, in cluding the right t os ue Newman in co urt for nonpaymen t.^ Any overdue 
distributions on the Debenture Shares will accrue interest from the required 
Clstrikuti ail payment date a: the came interest rate that would be L-..,.o;vlon't i -a 
payments under the ECPC Note. 

The Debenture Shares are non-voting except in the limited circumstances required by 
Canadian law (such as involving the amalgamation o f Newman with another 
company). In case of the liquidation of Newman, the holder of Debenture Shares is 
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entitled to proceeds from such liquidation above all other classes of Newman stock 
issued or to be issued. 


Pursuant to the document entitled "Rights, Restrictions, Conditions and Limitations 
Attaching to the Debenture Shares,” Newman acknowledged that the Debenture 
Shares was issued to ECPC only upon tire condition that prior thereto (i) ECPC issue 
the ECPC Note to CPS Holdings and (ii) the Guarantee and Indemnity Agreement 
dated June 22, 2001 is entered into between CPS Holdings and ECPC. The 
Debenture Shares are not transferable by ECPC without die consent of Newman's 
directors (who are appointed by CPS Holdings), 

The Guaranty and Indemnity Agreement. On June 22, 2001, CPS Holdings and 
ECPC entered into the Guarantee and Indemnity Agreement pursuant to which CPS 
Holdings agreed to guarantee Newman's obligations to ECPC with regard to the 
Debenture Shares. The Gua rantee and Indemnity Agreement contains an express 
right of setoffwbereby (1) CPS Holding has theright to setoff ECPC's obligations 
to CPS Holdings pursuant to the ECPC Note ("ECPC's Obligations") against CPS 
Holding's - obligations to ECPC pursuant to the Guarantee and Indemnity Agreement 
(CPS Holding’s Obligations”), and (2) ECPC has the right to setoff CPS Holding's 
Obligations against ECPC's Obligations. According to the opinion prepared by 
Blake, Cassels St Graydan LLP on June [], 2001, the above set-off rights are valid 
under Canadian law and will not be terminated by reason, in and of itself of the 
bankruptcy of ECPC, CPS Holdings or Newman. 

According to the Guarantee and Indemnity Agreement, the Guarantee and Indemnity 
Agreement was executed and delivered by CPS Holdings and ECPC upon the 
condition that (i) concurrently with the Guarantee and Indemnity Agreement, ECPC 
Lkuk the ECPC Note to CPS Holdings und (i‘i) sEitodBdy Tv-wafter, 3CT - 
subscribes for the Debenture Shares pursuant to the Newman Subscription 
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Agreement. CPS Holding’s obligation under the Guarantee and Indemnity 
Agreement cannot be assigned or delegated. 

Hansen Share Subscription Agreement On June 22, 2001, Newman entered into 
an agreement with Hansen whereby Newman agreed to subscribe for Class A 
redeemable, retractable, cumulative preferred shares to be issued by Hansen to 
Newman on June 23, 2006, and Newman agreed to pay Hansen on June 23, 2006 
31,414,504,357 for such shares ("Hansen Share Subscription Agreement"). The 
Hansen Share Subscription Agreement may not be assigned, in whole or in part, by 
either Newman or Hansen without the prior written consent of the other. 

Subscription Payment Assumption Agreement, On June 22, _2001, Newman, 
Flagstaff and Hansen entered into an agreement ("Subscription Payment Assumption 
Agreement") pursuant to which Newman transferred 31,039,504,347 to Flags taff in 
exchange for Flagstaff s agreement to assume Newman's obligation to pay 
31,414,504,347 to Hansen on June 23, 2006 pursuant to the Hansen Share 
Subscription Agreement Tire Subscription Payment Assumption Agreement 
contains an express right of setoff whereby (1) Flagstaffis entitled to set-off 
Hansen’s obligation to repay the S[l, 414,504, 347] principal amount of the Hansen 
Note to Flagstaff due on June 23, 20C6 ("Hansen's Obligation") against Flagstaffs 
obligation to pay die 3 1 ,4 14,504,347 to Hansen onJune 23, 2006 pursuant to the. 
Subscription Payment and Assumption Agreement ("Flagstaffs Obligation") and (2) 
Hansen is entitled to set-off Flagstaffs Obligation against Hansen's Obligation. 
According to the opinion prepared by Blake, Cassels & Graydcn LLP on June [ ], 
2001, the above set-off rights are valid under Canadian law and will not be 
terminated by reason, in and of itself, of the bankruptcy of Hansen, Flagstaff or 
Newman. 

The obligation of Flagstaff to pay 3 1 ,4 14,504,347 to Hansen on the subscription 
payment date is subjeetto the condition that, at or prior to the subscription payment 
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date, Flagstaff shall have received paym ent in fall of the princip al amount of the 
Hansen Note either in cash or by way of set-off agains t the obligation o f Flagstaff to 
pay the subscription price balance. The Subscription Payment Agreement may not 
be assigned by Hausen, Newman and Flagstaff without the prior written consent of 
the other parties. 

.Warrant Agreement, On June 22, 2001, Hansen and Flagstaff" entered into an 
agreement (the " Warrant Agreement") whereby Hansen granted and issued to 
Flagstaff a warrant ("the Warrant") t o acq u ire non-v otjng, .redeemable, retractable 
preferred shares ("Class B preferred shares") in Hansenat an exercise price of$l par 
Class B preferred share. In the ease of any event of default by Han sen under Jhe 
Hansen Note, flagstaff would have the right to aeguire the number of Class B 
preferred shares which irave an aggregate redemption amou nt equ al to the amount of 
the Hansen Make-Whole Amount that would be payable by Hansen pursu ant to t he 
Hansen Note. The Warrant may not be transferred or assigned by Flagstaff without 
the prior written approval of Hansen. 

The Put Option Agreement. On June 22, 2001, Enron and Flagstaff entered into an 
agreement (the "Put Option Agreement") whereby Enron agreed to purchase the 
Warrant from Flagstaff. Flagstaff may exercise the right to require Enron to 
purchase the Warrant from Flagstaff (the "Put Option") upon the occurrence and 
during the continuance of any event of default by Hansen pursuant to the Hansen 
Note. If Flagstaff exercises the Put Option, Enron will have the right (subject to any 
objections raised by Flagstaff) to determine the fair market value purchase price 
Enron will pay Flagstaff far the Warrant. Enron may not assign its rights in the Put 
Option Agreement without the prior written consent of Flagstaff. Flagstaff may only 
assign its rights in the Put Qpt’on A em'-mer.? (>' ir . r . '.r .vs'icn with an assignment of 
its rights in the Warrant and then orvy ait permitted uud-:.' lire -'mis cftln Wiu , 
(ii) as collateral security under the Flagstaff Loan, or (iii) with the prior written 
consent of Enron. 
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The Total Return Swap Agreement. On June 22, 2001, Enron and Flagstaff 
entered into an agreement ("the Total Return Swap Agreement") whereby, upon Oik 
earlier of the day that either Flagstaff exercises the_Put Opti on or the Warrant ("the 
Exercise Date"), (1 ) Flagstaff agrees to pay Enron, (i) jn the case where Flagstaff 
exercises the Put Option, the amount Enron paid Flagstaff for the Warrant, or 
the case where Flags taff exercises the Warrant, t he su bscription price paid by 
Flagstaff to Hansen for the Class B preferred s hares, ptasthepresgit value (using a 
discount rate of 5 % per annum) ofthe cumulativ e prefer red di vidend that ha s — '* * 
accrued or will accrue with resp ect.to s uch CJass B preferred shares; and (2) Enron 
agrees to pay Flagstaff, the Hansen Make- Whole Amount which would bepsyable 
by Hansen pursuant to the Hansen Note if payment ofthe Hansen Make : Whole 
Amount were due on the Exercise Date. 

Performance Guarantee. On June 22, 2001, the Chase Manhattan Bank entered 
into an agreement ("the Performance Guarantee") with the Royal Bank of Scotland 
pic, iho Industrial Bank of Japan, Limited (New York Branch), and the Bank of 
Tokyo-Mitsubishi, Ltd. ("the Beneficiaries") whereby the Chase Manhattan Bank 
guaranteed the Beneficiaries the timely performance, and full compliance with, all 
the obligations of Flagstaff pursuant to the Flagstaff Loan. 

Enron Agreement On June 22, 2001 , Enron entered into an agreement ("the Enron 
Agreement") in favor of Flagstaff and the Beneficiarjes_whereby Enronagreedjo 
indemnify them in the event of any failure by Enron, Hansen or Newman to perform 
their obligations under the Flagstaff Loan, the Hansen Note, the Hansen Share 
Subscription Agreement, the Subscription Payment Assumption Agreement, the CPS 
Holdings Note, the Enron Agreement, the Warrant Agreement, the Put Option 
Agreement, and the Total Return Swap Agreement. 

U.S. Tax Matters Letter. On June 22, 2001, JP Morgan Securities, Inc. and Enron 
signed an agreement ("U.S. Tax Matters - Enron Structured Financing") whereby JP 


53MM.<M-Ne>v rott Server 7 A, - MSW 


11 



576 


Morgan Securities, Inc. and its affiliates and Enron and its affiliates ("the 
Companies") agreed to treat, for United States federal income tax purposes, the 
Hansen Note, (ii) the Hansen Share Subscription Agreement between Newman and 
Hansen and (iii) the Subscription Payment Assumption Agreement between 
Flagstaff, Newman and Hansen (the “Transaction") as a net loan of S37S million 
from Flagstaff to Hansen. In particular, the agreement provides that the Companies 
will treat the Net Loan as a self-amortizing loan (upon which the quarterly interest 
payments shall be made and calculated at an annual rate equal to 6.12 percent) and 
the quarterly payments of interest under the Hansen Note will be treated in part for 
US. federal tax purposes as quarterly payments of interest equal to 1.53125 percent 
of the outstanding Net Loan amount, with the excess of each such payment made 
under the Credit Agreement over each quarterly interest payment made (and 
characterized as such fortJ.S. federal tax purposes) as payment of principal on the 
Net Loan. The Companies also agree to treat the operative documents as giving rise 
to an integrated transaction. However, the Companies are not required to treat the • 
Transaction as a Net Loan if they receive an opinion of nationally recognized 
counsel indicating that no reasonable basis (within the meaning of Section 6662 of 
the Internal Revenue Code of 1936, as amended) exists for such treatment. 

Discussion 

The following authorities have been relied upon for purposes of this memorandum. 

I. Cases and Rulings 

A. Disregarding Circular Flows of Cash 

The IRS disregarded the circular flow of cash in Revenue Ruling 83-142,. 1983-2 CB 
63. In Revenue Ruling 83-142, 1933-2 CB 63, a domestic company ("US. perea?) 
owned all of the stock of FY, a corporation formed under the laws of a foreign 
country. FY transferred one of its businesses to FZ, a newly formed foreign 
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coloration, in exchange for all of FZ's stock. Thereafter, U.S. Parent purchased the 
stock of FZ from FY for an amount of money equal to the fair market value of the 
FZ stock. Fallowing FY’s sale of the FZ stock to U.S. Parent, FY made a cash 
distribution to U.S. Farent that was treated as a dividend for foreign tax purposes and 
subject to withholding tax. The amount of the distribution front FY was great 
enough to allow U.S. Parent to receive, after payment of the foreign witliholding tax, 
an amount equal to the fair market value of the FZ stock. 

U.S. Parent treated the transaction as a spir.-offofFZ by FY under Section 355 for 
United Stated federal income tax purposes. The issue in Revenue Ruling 83-142 wa 3 
whether the distribution of cash by FY would be treated a3 money received by U.S. 
Parent for purposes of Section 356(b). Section 356(b) provides that if Section 355 
would apply to a distribution but for the fact that the property received in the 
distribution consists not only of property permitted by Section 355 to be received 
without the recognition of gain, but also of other property or cash, then an amount 
equal to the sum of the money and the fair market value of the other property should 
be treated as a distribution of property to which section 301 applies. 

The IRS held that the payment by U.S. Parent to FY equal to the fair market value of 
the FZ stock and the dividend distribution by FY to U.S. Parent is a circular flow of 
cash to the extent that U.S. Parent's payment is returned by FY. According to the 
IRS, ”[t]his circular flow of cash is a transitory step that ha3 no federal income tax 
consequences." Consequently, the IRS held that the cash returned by FY to X will 
not be treated as a dividend to the extent it represents a circular flow of cash. 
However, FY's distribution of additional cash in the amount of the withholding taxes 
paid to the foreign country is not a circular flow of cash and will be treated as a 
deemed distribution received by the U.S. Parent. 

The IRS also disregarded circular flows of cash in Revenue Ruling 78-357, 1970-2 
CB 150; Revenue Ruling 74-564, 1974-2 CB 124; and FS A 200106004. 
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B. Disregarding Offsetting and Matching Obligations 
1 . Revenue Rulings 99-14 

The IRS disregarded offsetting and matching obligations in Revenue Ruling 99 
1999-1 C.B, 835, In Revenue Ruling 99-14, a foreign municipality ("FM") leased 
property to a U.S. corporation ("X") under a "Headlease,” and X immediately leased 
the property back to FM under a "Sublease," The term of the Headlease was 3d 
years and required X to make two rental payments to FM during its 34-year term: (1) 
r.n SS9 million "prepayment" at the beginning of year 1; and (2) a "postpayment" -t 
the end of year 34 that has a discounted present value of S3 million. The "primary" 
term of the Sublease was 20 years and required FM to make .fixed, annual rental 
payments over both the primary term and, if exercised, the put renewal term.' At the 
end of the Subteaso primary term, FM would have a "fixed-payment option" to 
purchase from X the Headlease residual (the right to use the property beyond the 
Sublease primary term subject to the obligation to make the rent postpayment). If 
FM does not exercise the option, X may elect to (1) use the property itself for the 
remaining term of the Headlease, (2) lease the property to another person for the 
remaining term of the Headlease, or (3) compel FM to lease the property for the 10- 
year put renewal term of the Headlease. If FM does not exercise the fixed-payment 
option and X exercises its put renewal option, X car. require FM to purchase a letter 
of credit guaranteeing the put renewal rents. If FM does not obtain the letter of 
credit, FM must exercise the fixed-payment option. 

To partially fund tho $80 million Headlease prepayment, X borrowed $54 million 
from BKl and 36 million from BK2. Both loans were nonrecourse, have fixed 
interns; rates, and provided for annual debt cervices payments that fully amortize die 
loans over the 20-year primary term of the Sublease. The amount and liming of the 
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debt service payments mirrored the amount and timing of the Sublease payments due 
during the primary term of the Sublease. 

Upon receiving the SS9 million Headlease prepayment, FM deposited S54 million 
into a deposit account with an affiliate of BK1 and $6 million into a deposit account 
with an affiliate of BK2. The deposits with the affiliates of BK1 and BK2 earned 
interest at the same rates as the loans from BK1 and BX2. FM directed the affiliate 
of BK1 to pay BK1 annual amounts equal to 90 percent of FM’s annual rent 
obligation under the Sublease (that is, amounts sufficient to satisfy X's debt sen-ice 
obligation to BK1). In addition, 5M pledged the deposit account to X as security for 
FM's obligations under the Sublease, while X, in turn, pledged its interest in FM's 
pledge to BK1 as security for X's obligations under the loan from BK1. Similarly, 
FM directed the affiliate of BK2 to pay BX2 annual amounts equal to 10 percent of 
FM's annual rent obligation under the Sublease (that is, amounts sufficient to satisfy 
X's debt service obligation to BK2). Although the FM's deposit in BK2 was not 
pledged, the parties understood that FM will use the account to pay the remaining 10 
percent ofFM's annual rent obligation under the Sublease. 

X required FM to invest the SI 5 million of the Headlease prepayment in highly-rated 
debt securities that will mature in an amount sufficient to fund the fixed amount due 
inder the fixed-payment option, and to pledge these debt securities to X. Thus, 
according to the IRS, FM economically defeased both its rental obligations under the 
Sublease and its fixed payment under the fixed-oayment option. 

For United States federal income tax purposes, X claimed deductions for interest on 
the loans from BK1 and BK2 and for the allocated rents on the Headlease. Tire issue 
in Revenue Ruling 99-14 was whether X may deduct rent and interest paid or 
incurred in connection with the transaction. The IRS held that X may not deduct rent 
and interest in connection with the transaction for the reason that "viewed as a 
whole, the objective facts of the LILO transaction indicate that the transaction lacks 
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the potential for any significant economic consequences other than the creation of 
tax benefits." In reaching this conclusion, the IRS noted that: 

"[djuring the 20-year primary term of the Sublease, X's obligation to 
make the property available under the Sublease is completely offset 
by X’s right to use the property under the Headlease. X’s obligation to 
make debt service payments on the loans from BK1 and BK2 io 
completely offset by X's right to receive Sublease rentals from FM. 
Moreover, X's exposure to the risk that FM will not make the rent 
payments is further limited by the arrangements with die affiliates of 
BK1 and BK2, In the case of the loan from BK1, X's economic risk 
is completely eliminated through the defeasance arrangement. In the 
case of the smaller loan front BK2, X's economic risk, although not 
completely eliminated, is "substantially reduced through the deposit 
arrangement. As a result, neither bank requires an independent source 
of funds to make the loans, or bears, significant risk of nonpayment. 

In short, during the Sublease primary term, the offsetting and circular 
nature of the obligations eliminate any significant economic 
consequences of the transaction. 

In addition, facts indicate that there is little economic consequences 
from X's nominal exposure to FM's credit under the fixed-paymeni 
option and, if exercised, the put renewal term. At the inception of the 
transaction, FM was required to use a portion of the Headlease 
prepayment to purchase highly-rate debt securities that were pledged 
to X ensuring FM's ability to make, the payment under the fixed- 
payment obligation. If FM docs not exercise the fixed-payment 
option and X exercises the put renewal option, X can require FM to 
purchase a letter of credit guaranteeing FM's obligation to make the 
put renewal rent payments. If FM does not obtain the letter of credit, 

FM must exercise the fixed-payment option. Thus, as a practical 
matter, the transaction is structured so that X is never subject to FM’s 
credit. 

The conclusion that X is insulated from any significant economic 
consequences of the Headlease residual is further supported by 
several factors indicating that the parties expect FM to exercise the 
fixed-payment option. First, FM has historically used the property. 
Second, because the fixed payment obligation is fully defeased, FIa 
need not draw on other sources of capital to exercise the option. 
However, if FM does not exercise the fixed payment option and X 
exercised the put renewal option, FM would be required to draw on 
other sources of capital to satisfy its put renewal obligations." 
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2. Cases Disregarding Offsetting and Matching Obligations 
a. Hammond v. Commissioner 

The tax court disregarded offsetting and matching obligations in Hammond v. 
Commissioner. 1. T.C. 198 (1942). In Hammond, the taxpayer sold shares of stock 
for a total price of $965,000 to Press-Scimitar . The taxpayer received in 1936, th'i 
year of sale, directly from the Press-Scimitar, cash of $74,000. The taxpayer also 
received from Press-Sciraitar a- note in the amount of $430,000 ("Purchaser's 
Purported Note"). Tire Purchaser's Purported Note w»3 to be paid in 11 installments 
on January 2 of each of the years 1937 to 1947, the first installment being $30,000 
and the rest $40,00 each, with interest at 6 percent per annum. In addition, the 
taxpayer received from Press-Scimitar a note for the balance of $461,000 to be paid 
without interest over a period of ten years. Contemporaneously with the execution 
of the sales agreement, the taxpayer received from Howard Company, an existing 
creditor of the taxpayer, which was also party to the sales agreement, cash in the 
amount of $280,000 and the cancellation of a prior indebtedness of $150,000. In 
return, the taxpayer gave Howard Company a note in the amount of $430,000 
("Seller's Purported Note"). ' 

Like the Purchaser's Purported Note, the Seller's Purported Note was to be paid in 1 1 
installments on January 2 of each of the years 1937 to 1947, the first installment 
being $30,000 and the rest $40,000 each, with interest at. 6 percent per annum. The 
taxpayer assigned its rights to receive principal and interest from Press Scimitar on 
tha Purchaser’s Purported Note to the Howard Company. The sales agreement 
provided that, rather than Press-Scimitar making payments on the Seller's Purported 
Mote to the taxpayer, Press-Scimitar or its attorney was to make payments on the 
Purchaser's Purported Note directly to' the Howard Company, hi addition, the 
Howard Company agreed that all payments required to be made by the taxpayer to 
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the Howard Company with respect to the Seller's Purported Note should be made 
only out of funds paid by Press Scimitar to the taxpayer on the Purchaser's Purported 
Note. The facts were not clear, but Press Scimitar may have acquired the Seller's 
Purported Note from the Howard Company sometime during the year of sale. 

Section 44(b) of the 1936 Revenue Act permitted taxpayers to use the installment 
method in the case of a the casual sale of personal property for a price exceeding 

51.000 where the initial payments do not exceed 30 percent of the selling price. The 
taxpayer claimed that he was entitled to use the installment method with respect to 
the sale of shares because he .only received 574,000 in the year of sale (i.e,, less than 
30% of the selling price). In its notice of deficiency, the IRS claimed that the 
taxpayer was subject to tax in the year of salo on an amount equal to $504,000, 
which amount the IRS determined the taxpayer actually or constructively received in 
the year of sale. The $504,000 comprised (l) the 574,000 cash paid directly to the 
taxpayer by Press Scimitar and (2) an additional amount of cash in an amount of 

5430.000 that the IRS argued the taxpayer constructively received in the year of sale 
(i.e., $270,000 cash received from the Howard Company plus relief of a liability in 
the amount of $150,000 owed to the Howard Company, both without an offsetting 
obligation to repay). 1 

The court held in favor of the IRS and thereby disregarded the matching and 
offsetting liabilities of the taxpayer to Howard and Press-Scimitar to the taxpayer. 
The court determined that the Seller's Purported Note was "a liability in.name only, 
for other provisions of the contract precluded petitioner (i.e., the taxpayer) from 
personalty receiving payments from Press-Scimitar which were scheduled to go to 
pay his notes. Pross-Scimitar was to pay itself or its nominee under an irrevocable 


1 For some reason which is not explained in the tax court's decision, the IRS did 
not contest the application of the installment method to tiro remaining balance of 
the purchase price represented by Press Scimitar’s non-interest bearing note in the 
amount of $461,000, although the 30% threshold would have been exceeded. 
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power of attorney from petitioner and was forthwith tinder a duty to transmit funds to 
the Howard Co. Thus, in no event could petitioner have been called upon personally 
to pay his notes in the amount of $430,000. If Press-Scimitar performed its 
obligations, the money would be delivered to the Howard Company, and petitioner's 
note would be paid; if it did not, petitioner was specifically relieved of liability." 

In support of its conclusion to disregard the matching and offsetting liabilities of the 
taxpayer and Press-Scimitar, the court wrote that the "so-called payments by Press- 
Scimitar to Neave (i.e., its attorney) and by Neave to the Howard Co. were nothing 
more than bookkeeping entries made in the treasurer’s office of [the respective 
companies].* “Furthermore, ftom the moment Press-Scimitar acquired petitioner's 
notes, we would have Press-Scimitar owing petitioner and petitioner owing Press- 
Scimitar, but Press-Scimitar would make payment only to its nominee, Neave, and 
could collect only from Neave and then only from what it paid him. This serves to 
demonstrate how unreal petitioner’s alleged liability was." 

b. Howard J. Greenfield v. Commissioner 

Howard J. Greenfield and Pearl P. Greenfield v. Commissioner. T.C. Memo 1932- 
617 (1982) is another example of a case in which the court disregarded offsetting and 
matching obligations. In Howard J. Greenfield, the taxpayers agreed to sell 100 
shares of stock for $400,000 to the Ribon Corporation. The taxpayers received 
$100,000 in the year of sale. The Ribon Corporation agreed to pay the taxpayers the 
balance of $300,000 in monthly installments of $5,000 each, together with interest at 
the rate of 8 'A % beginning on October 1", 1975 (the "Ribon's Note"). At the same 
time, the Ribon Corporation agreed to loan the taxpayers $60,000 dollars on October 
2, 1975, in exchange for a promissory note which called for monthly installments of 
$5,000 each, with interest at the rate of 8 'A %. The loan to the taxpayers was to be 
secured by the first notes issued by the Ribon Corporation coming due to the 
taxpayers, and these notes were to be delivered to the Ribon Corporation upon the 
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making of the loan to the taxpayers. The agreement also provided that the shares of 
stock were to be held in escrow until the Ribon's Note was paid in full. If the Ribon 
Corporation defaulted on its obligation, the taxpayers could cause the escrow agent 
to sell the stock. 

The issue in Howard J. Greenfield was whether the taxpayer was entitted to use the 
installment method to report the sale of stock. The answer to this question depended 
upon whether the taxpayer's obligation to the Ribon Corporation was bona fide. If 
the taxpayer's obligation to the Ribon Corporation was not bona fide, then the 
taxpayers would be treated as receiving the purported $60,000 loan proceeds in the 
year of sale in exchange for their stock. In this case, the taxpayers, would not be 
entitled to use the installment method because they would be treated as receiving 
$ 1 60,000 of the total $400,000 selling price in the year of sale (i.e., more than 30%). 

The court determined that die taxpayers' obligation to pay the Ribon Corporation 
$60,000 was not a genuine loan. The taxpayers were treated as receiving the 
$60,000 in exchange for the sate of stock and not as proceeds of a loan. 
Consequently, the Court held that the taxpayers were not entitled to use the 
installment method to report the sale of stock. ■ The court wrote that: 

"[significant to our determination is the fact that petitioners and 
Ribon structured the transaction so that the loan' was 'repaid* by mere 
bookkeeping entries. The interest rate and monthly payment on 
Ribon's and petitioners' notes were identical. The agreement itself 
provided that petitioners' notes would.be 'repaid by the cancellation of 
Ribon’s notes on their due dates.' Petitioners received the immediate 
and unrestricted use of funds which, due to the structure of the 
transaction, would never have to be repaid. The fact that no 
repayment would ultimately be necessary, due to the 
contemporaneous obligations incurred by Ribon, severely undercut 
petitioners’ characterization of the cash receipt as a loan...The 
interdependence of the sale and the 'loan' also indicates that the case 
received was, in fact sales proceeds... There is no evidence indicating 
■ that Ribon would have considered loaning any money to petitioners 
apart from the sale3 transaction. Additionally, no significant amount 
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of time elapsed between petitioners’ agreement to sell the stock and 
Ribon's decision to loan petitioners the cash such as might indicate 
that the two events were independent" 

The taxpayers asserted that the cash received from Ribon was a bona fide loan 
because, if Ribon went bankrupt they would be liable to Ribon's creditors for the 
unpaid balance of the loan. However, the court disagreed. First, the court noted that 
"the record contains no evidence as to Ribon's assets or liabilities; there is no 
indication that Ribon was even considering filing for bankruptcy or that it was 
having problems meeting its obligations. Under these circumstances, we do not 
attach so much significance to what, on the basis of this record, is a purely 
speculative possibility that Ribon might go bankrupt." Furthermore, the court noted 
that "it appears to us that, if Ribon were to file for bankruptcy, petitioners could 
offset their 'debt' against the money owed to them by Ribon." 

c. Rickev v. Commissioner 

In Rickev v Commissioner. 502 F2d 748 (CA-9, 1974), affg (1970) 54 TC 680, the 
taxpayer, in anticipation of selling the stock of two corporations he owned ("target 
corporations"), purchased by way of credit certain unwanted assets from the target 
corporations. The target corporations established accounts receivable to evidence the 
amounts owed by the taxpayer for the taxpayer's acquisition of the unwanted assets. 
Following the acquisition of the unwanted assets, the taxpayer sold the stock of the 
target corporations to an unrelated corporation for 51,081,043. Taxpayer received 
cash in the amount of 5313,000 in 1962, the year of sale, which cash, represented 
approximately 29% of the total sale proceeds. The buyer agreed to pay the taxpayer 
5193,541 on January 2, 1963, which was the first day of the taxpayer’s next taxable 
yoar following the year of the sale (the "deferred obligation”). In addition, the • 
gave the taxpayer an interest bearing note in the amount of 5574,000 for the balance 
of the purchase price. Immediately following the stock acquisition, the buyer 
liquidated the acquired company and acquired all its assets and liabilities (including 
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the accounts receivable owed by the taxpayer for the acquisition of the unwanted 
assets). 


The issue in Rickey v. Commissioner, was whether the taxpayer was entitled to 
report the transaction as an installment sale. The IRS argued that the taxpayer 
exceed the 30% threshold under prior law because the taxpayer effectively received 
'payment of the deferred obligation in 1962, the year of sale. In support of its 
argument, die IRS pointed out that a provision of the sales contract required the 
parties to offset the buyer's deferred obligation against the amount of the accounts 
receivable. The tax court held that the contractual agreement to offset the buyer’s 
deferred obligations in the subsequent year by the amount of the seller’s debt owed to 
buyer was payment of such deferred obligation in the amount of $193,541 in the year 
of sale. Consequently, the installment method did not apply because the payments 
received fa the year of sale exceeded 30% under prior law. 


In reaching its conclusion, the court effectively disregarded the genuineness of the 
of&etting and matching obligations of the taxpayer and the seller for the amount of 
the buyer's deferred obligation. The tax court wrote (in language quoted with 
approval by the P" 1 Circuit): 

"We think it clear that the payment of $193,541 was effectively 
received by petitioner in 1962 (the year of sale). We reach this 
conclusion first by looking to the substance of the transaction rather 
than the form in which it was east.. As we view the transaction, 
petitioner deferred payment of that portion of the non-interest bearing 
payments which exceed 29 percent of the selling price, to wit, 
$193,541, solely for the purpose of altering his tax liability. While we 
recognise that a taxpayer may deliberately arrange the terms of a sale 
so he will receive less than 30 percent of the sale price fa the war of 
sate, nevertheless to so quality the arrangements muse bars sub fames 
and reflect the true situation rather than being merely the formal 
documentation of the terms of the sale. Here petitioner did this with 
the knowledge that, by virtue of the provision requiring this amount to 
be offset against his indebtedness to Hyatt, he would never receive 
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this payment in the form of cash. As far as Hyatt was concerned, its 
obligation to pay petitioner S193.541 consisted entirely of making a 
bookkeeping entry on January 2, 1963* 

d. United States v. Ingalls 

In United States v. Ingalls. 399 F.2d 143 (C.A. 5, 1968), the taxpayer Ingalls entered 
into an agreement in compromise of litigation and dispute whereby he sold his 
employment contract to his employer for $228,360 payable in equal installments of 
$22,836 for the next 10 years. Meanwhile, Ingalls happened to owe his employer the 
amount of $222,360 as a result of a previous loan made by the employer to Ingalls. 
The taxpayer agreed to pay of his $228,360 indebtedness also in Installments of 
$22,836 over the same period. A provision in the agreement permitted the employer 
to make payments to Ingalls by crediting such amounts against the amount he owed. 
The parties did not dispute that the taxpayer would be taxed on the $223,360 income. 
The issue was whether the tax was to be paid in the year of the settlement agreement 
or over ten years as the checks are exchanged, or bookkeeping entries were made. 
The Fifth Circuit held that the substance of the agreement was the discharge of 
indebtedness due the employer by Ingalls at the time of the making of the agreement. 
Consequently, the taxpayer was required to include the entire $222,360 into income 
in the current year. 


In reaching its conclusion, the Fifth Circuit effectively disregarded the genuineness 
of the offsetting and matching obligations "between Ingalls and the company. In 
support of its conclusion to disregard these obligations, the Fifth Circuit wrote as 
follows: 

'The taxpayer argues and the District Court held that mutual debts do 
not cancel each other simply by operation of law, and, thus there was 
no discharge on January 30, 1961. It is true that set-offs must be 
pleaded, but once pleaded, foe set-off here would be allowed. See 
Code 3 of Alabama (Recompiled 1958) Title 7, §350 and Simmons v. 


JU0S6.0»-N<wYoik'5emr?A-MSW . 23 

EC2 000047078 



588 


Williams, 27 Ala. 507, 51 1-512 (1855). Although the Simmons ease 
involved independent debts which the court would not set-off, the 
court recognized that equity would set-off mutual debts where 'one 
debt was contracted on the credit of each other.' Such is the case here. 

Thus the formality of pleading the set-off would be the only barrier to 
cancellation of mutual debts contracted on the credit of each other. 

The agreement here eliminates even the formality of having to plead 
set-off since by contract the parties agree that if the taxpayer fails to 
pay the company, the company is authorized to effect a private set-off 
by making the bookkeeping entry mentioned above. The agreement 
speaks for itself and makes clear that the taxpayer had to perform no 
additional act for the debt to be discharged. A simple bookkeeping 
entry by the company each February 1“ was all that was necessary. ' 

The exchange of checks by the company and the taxpayer was thus an 
empty ritual acted out for the benefit of the Commissioner and, in 
reality, the taxpayer was discharged from his indebtedness on January 
30,1961." 

II. The Flagstaff Loan / Subscription Payment Assumption Agreement 

On June 22, 2001, Flagstaff purportedly loaned $1,414,504,347 to Hansen pursuant 
to the Hansen Loan. However, at the end of the same day, Flagstaff received back 
$1,039,504,347 from Newman pursuant to the Subscription Payment Assumption 
Agreement As described above, each of Hansen and Newman are wholly-owned by 
CPS Holdings.' Since each of Hansen and Newman are Nova Scotia unlimited 
liability companies, they will be treated as pass-through entities rather than as , 
corporations for United States federal income tax purposes. 2 Accordingly, since CPS * 
Holdings is itself treated as a branch of BV-2, which in turn is treated as a branch of 
BV-1, Newman and Hansen will both be treated as disregarded entities all of fee 
assets and liabilities of which are owned by BV-l for United States federal income 
tax purposes. Therefore, BV-1 will be treated as if it borrowed $1,414,504,347 from 
Flagstaff on June 22, 2001, and then BV-1 will be treated as if it immediately repaid 

1 As discussed in 111 below, the Debenture Shares issued by Newman and held by 
ECPC should be treated as debt for United States federal income tax purposes. 

1 Treasury Regulation §301 .7701-3(b){2> 
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51.039. 504. 347 to Flagstaff on the same day, resulting economically in a net amount 
borrowed by BV-1 of 5375 million. In addition, the obligation of Hansen to repay 
Flagstaff the purported principal amount of 51,414,504,347 on June 23, 2006 
pursuant to the Hansen Loan exactly matches and offsets the obligation of Flagstaff 
to pay Hansen 51,414,504,347 on June 23, 2006 pursuant to the Subscription 
Payment Assumption Agreement 

According to the documentation, the loan to Hansen from Flagstaff remains 
outstanding and accrues interest on the full amount of principal outstanding, which 
does not amortize. The total amount of such interest payable over the 5 year term of 
the transactions is, however, the precise amount required to repay a loan of 5375 
million, the real economic amount of the loan on a self-amortizing based over the 
period covered at a rate of 6.12% per annum. (The loans from Hansen to CPS 
Holdings, and fiom CPS Holdings to ECPC, also remain outstanding and accrue 
interest on the frill amount of die principal outstanding, which does not amortize. 
The loan from Hansen to CPS Holdings carries an interest rate equal 6.13% per 
annum, and the loan from CPS Holdings to ECPC carries an interest rate equal 
[6.709]% However, since Hansen and CPS Holdings are both treated as branches of 
BV-1 for United States federal income tax purposes, the loan from Hansen to CPS 
Holdings is ignored, and as discussed in Section III below, the loan from CPS 
Holdings to ECPC should be disregarded for United States federal income tax 
purposes.) 

Pursuant to the authorities described above, the circular' flow of cash between 
Flagstaff and BV-1 in the amount of 51,039,504,347 will be ignored, and the 
offsetting and matching obligations between Flagstaff and BV-1 to pay the other 

51.414.504.347 on June 23, 2006 will be disregarded. Thus, the props.* 
characterization of the transaction dtreribod above for United States federal income 
tax purposes Is as if Flagstaff made a self-amortizing, net loan in the amount of 5375 
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million to Hansen (i.e., BV-1) which requires quarterly payments of interest and 
principal through June 23, 200(3 ("Net Loan”). The implicit interest rate imposed on 
the unpaid principal balance of such loan should be 6.12 percent. 

III. The Debenture Shares / ECPC Note/ Guarantee and Indemnity Agreeraeu 

The ECPC Note, the Debenture Shares and the Guarantee and Indemnity Agreement 
effectively represent offsetting and matching obligations between CPS Holdings and 
ECPC. Consequently, based on the nuthorities discussed in 1(B) above, these 
obligations will be ignored for United States federal income tax purposes. 

By their terms, the Debenture Shares issued by Newman to ECPC are properly 
characterized as debt for United Stated federal income tax purposes. The Debenture 
Shares provide for a fixed maturity date (i.e., June 23, 2006) and a fixed limited 
return. Distributions are required to be paid irrespective of whether the board of 
directors declares dividends and irrespective of whether the company has sufficient 
earnings and profits. The holder of Debenture Shares has creditor's rights to sue 
Newman for the nonpayment of required, distributions when due. Unpaid 
distributions accrue interest. Finally, the Debenture Shares are non-voting except in 
certain exceptional circumstances (such as involving an amalgamation of the 
company). All of the foregoing are characteristics of debt 

CPS Holdings will be treated as the obligor of the Debenture Shares for United 
States federal income tax purposes.. Since the Debenture Shares issued by Newman 
are properly characterized as debt, CPS Holdings will be the only holder of equity in 
Newman. Under the default entity classification rules, Newman will be treated as a 
branch of CPS Holdings vhich, in turn, m treated as a branch of BV-i, for Unit'd 
States federal income tax purposes. Since Newman will be treated as a branch of 
CPS Holdings, any debt issued by Newman will be effectively treated as debt issued 
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by CPS Holdings for United Stated federal income tax purposes, Additionally, CPS 
Holdings should be treated as the obligor of the Debenture Shares because Newman 
itself lacks the economic wherewithal to repay the Debenture Shares. Newman does 
not have the assets or cash flow to repay the Debenture Shares unless CPS Holding, 
its sole shareholder, makes additional capital contributions to Newman. Since CPS 
Holdings has responsibility for payment of the Debenture Shares by virtue of the 
Guarantee and Indemnity Agreement, pursuant to Plantation Patterns Inc, v. 
Commissioner. 462 F.2d 712 (5th Cir. 1972), affg. TC Memo. 1970-182, CPS 
Holdings effectively is the obligor of the Debenture Shares. 

The obligations of CPS Holdings and Newman to ECPC pursuant to the Debenture 
Shares and the Guarantee and Indemnity Agreement exactly offset and match in 
timing and amount the obligations of ECPC to CPS Holdings pursuant to the ECPC 
Note. Moreover, the Guarantee and Indemnity Agreement explicitly provides that 
each party may 'offset its obligations to the other. Based on the authorities described 
in Section IB above, these instruments are properly ignored for United States federal 
income tax purposes. Instead, CPS Holdings will be treated as if it made a capital 
contribution to Newman equal to the amount of the Debenture Shares (i.e., 
$1,039,504,347). 

IV. The Put Option Agreement / Total Return Swap Agreement / Enron 
Agreement 

The effect of the Put Option Agreement, the Total Return Swap Agreement and the 
Enron Agreement is that Enron guarantees Hansen's obligations to Flagstaff with 
respect to the Net Loan. Enron should not be considered to be the principal on the 
Net Loan from Flagstaff by virtue of this guarantee under Plantation Patterns . From 
the inception of the Hansen Loan, Hansen has sufficient assets and prospects of cash 
flow to repay Flagstaff the Net Loan. In particular, Hansen holds the CPS Holdings 
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Note. The CPS Holdings Note is a valuable asset that matches by timing and amount 
Hansen’s obligations to Flagstaff under the Hansen Loan. The CPS Holdings Note is 
a valuable asset for the reason that CPS Holdings owns real and substantial assets. 
In particular, CPS Holdings owns the assets of the recently acquired Daiohov.f. 
Corporation which assets include the valuable paper mill. 
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Project Slapshot 
Structured Financing 
Fee letter iArranoeri 


June 22. 2001 

Private and Confidential 

Enron Corp. 

1400 Smith Street 
Houston, Texas 77002 

Attention: Mr. Doug McDowell 

Re: Fee Letter (Arranger! - Enron Structured Financing 

Ladies and Gentlemen: 

Reference is made to the Commitment Letter (together with the Current Drafts 
described therein, the ‘ Commitment Letter* ! dated the date hereof between us and you, 
regarding the Facility described therein. Capitalized terms used but not defined herein are 
used with the meanings assigned to them in the Commitment Letter. This letter is a Fee Letter 
referred to in the Commitment Letter. 


As consideration for JP Morgan's agreement to arrange the Facility and Chasa’s 
agreement to serve as administrative agent, you agree to pay, or to causa Fineo to pay, the 
following fees In US dollars: 


a struduring/arranging Fee for the account of JP Morgan In an amount equal to 
$5,250,000, payable on Effective Date; 


. ~oo. oo O , 

nj-, T- an annual administration fea for the account of Chase as “administrative agent" 

o ., , *1 in *> amount equal to $35,000 per year, which fea will be payable on the 

V EffecUveDate and annuajty on each anniversary thereof prior to the maturity or 



early termination of the Facility and the payment in full of all amounts owing 
thereunder; and 

Collateral Agent fees payable to Chase will consist of (A) a one-time transaction 
acceptance fee of $12,500, payable on the Effective Date, (B) annual trustee 
fee3 equal to $12,500, payable on die Effective Date and annually on each 
anniversary thereof prior to the maturity or early termlnalion of the Faality and 
the payment in full of all amounts owing thereunder and (C) annual internal out- 
of-pocket expenses equal to 6% of the annual trustee fees. 

You agree that, once paid, the fees or any part thereof payable hereunder and under 
the Commitment Letter shall not be refundable under any circumstances, regardless of 
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Enron Corp. 

Tunc 22, 2001 
Page 2 

whether the transactions or borrowings contemplated by the Commitment Letter are 
consummated, except to the extent that Chase fails to honor its commitments under the 
Commitment Latter. All fees payable hereunder and under the Commitment Letter shall be 
paid in immetflately available funds. You agree that the Club Lenders and JP Morgan may, in 
their sole discretion, share all or a portion of any of the fees payable pursuant to this Fee 
Letter with any of the other Lenders. 

This Fee Letter is delivered to you on the understanding that neilher this Fee Letter nor 
any of its terms or substance shall be disclosed, directly or indirectly, to any other person 
except (a) to your officers, agents and advisors who are directly Involved in the consideration 
of this matter or (b) as may ba compelled in a judicial or admWstretjva proceeding or as 
otherwise required by law (in which case you agree to inform JP Morgan and Chase promptly 
thereof, if you are legally able to do so). This Fee Letter shall remain In full forca and effect 
regardless of whether definitive financing documentation shall be executed and delivered and 
shall survive the execution and delivery of such definitive financing documentation. 

It Is understood and agreed that this Fee Letter shall not constitute or give rise to any 
obligation to provide any financing; such an obligation will arise only to tha extent provided in 
the Commitment Letter if accepted in accordance with its terms. This Fee Letter may not be 
amended or waived except by any instrument in writing signed by the Chase, JP Morgan and 
you. This Fee Letter shall be governed by, and construed In accordanca with, Ihe laws of the 
State of New York. This Fee Letter may be executed in any number of counterparts, each of 
which shail be an original, and all of which, when taken together, shall constitute one 
agreamenL Delivery of an executed signature page of this Fee Letter by facsimile 
transmission shall be effective as delivery of a manually executed counterpart hereof. 

Please confirm that the foregoing is our mutual understanding by signing and returning 
to us an executed counterpart of this Fee Letter. 


Very truly yours. 

THE CHASE MANHATTAN BANK 


By. 


J.P. MORGAN SECURITIES INC. 
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Enron Curp. 

June 22, 2Q01 
Page 3 

Accepted and agreed to as of 
the date first written above by: 

ENRON CORP. 
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FEE AGREEMENT 

This Agreement (“Agreement”) is entered into on June 22, 2001 between Ji>. Morgan Securities 
Inc. (“J.P. Morgan") and Compagnie Papiers Stadacona (“CPS”) in connection with a fee 
payable to J.P. Morgan in respect of the structuring and arranging of the financing transactions 
(collectively, the “Transaction”) closing between J.P. Morgan and CPS on June 22, 2001. In 
connection with the structuring and arranging of the Transaction, CPS has agreed to pay 
US$5,250,0QQ (the “Fee”) on June 22, 2001 (“Closing Date”). 


I. REPRESENTATIONS AND WARRANTIES 

J. P. Morgan represents and warrants that; 

A. It is a corporation formed under the laws of Delaware and qualifies as a “resident" 
of the United States of America within the meaning of the Convention Between the United States 
of America and Canada with Respect to Taxes on Income and on Capital 

B. It and its Affiliates that are non-residents of Canada for purposes of the Income 
Tax Act (Canada) (the “Tax Act”) have not performed, ate not currently performing, and will 
not perform from the date hereof to and including the Closing Date, services in Canada in 
connection with/arising ftom, or related to the Transaction (either directly or throng. 1 ; agents, 
whether such agents are residents or non-residents of Canada for purposes of the Tax Act). 

C. The payment of the Fee by CPS to, or credit of the Fee by CPS to the account of 
J.P. Morgan will not be subject to withholding under section 105 of the Income Tax Regulations 
(Canada). 

CPS represents and warrants that; 

A It is a corporation formed under the laws of Nova Scotia. 

B: No Taxes will be payable in respect of the payment of the Fee by CPS to, or credit 

of the Fee by CPS to the account of, J.P. Morgan under Part XIII of the Tax Act and 
cotresponding provisions of applicable provincial income tax legislation. 


II. COVENANT 
CPS covenants that: 

A. It will pay the Fee to, or credit the Fee to the account of, J.P. Morgan free and 
clear of and without deduction for all Taxes. 

B. If any Taxes are imposed in respect of the payment of the Fee by CPS to, or credit 
of the Fee by CPS to the account of, J.P. Morgan. CPS will cooperate with J.P. Morgan and 
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provide reasonable assistance to J.P. Morgan as J.P. Morgan may request in connection with any 
efforts by J.P. Morgan to obtain a refund of or reduction of such Taxes. 


lit INDEMNITY 

A. J.P. Morgan will indemnify, hold harmless and pay all Taxes, penalties and 
interest suffered or incurred by CPS, any of its Affiliates or their successors) resulting from, 
arising out of, or caused by any breach by J.P. Morgan of any of its representations and/or 
warranties contained in this Agreement, and will reimburse CPS for reasonable out of pocket 
expenses (including, but not limited to, attorney’s fees and accountant’s fees) incurred by CPS in 
connection with any such breach. 

B. CPS will indemnify, hold harmless and pay all Taxes, penalties and interest 
suffered or incurred by J.P. Morgan, any of its Affiliates or their successors) resulting from, 
arising out of, or caused by any breach by CPS of any of its representations and/or warranties 
and/or covenants contained in this Agreement, and will reimburse JJP. Morgan for reasonable out 
of pocket expenses (including, but not limited to, attorney’s fees and accountant’s fees) incurred 
by J.P. Morgan in connection with any such breach. 


in. SURVIVAL 

A. The representations and warranties made by J.P. Morgan and CPS in this 
Agreement and in any other certificate and document delivered in connection herewith shall 
survive the Closing Date and shall continue in full force and effect until 90 days after all 
applicable statutes of limitation, including waivers and extensions, have expired with respect to 
the matters addressed therein and, if no statute of limitations exists, forever thereafter. The 
covenants made by CPS in this Agreement shall exist until J.P. Morgan has no further rights of 
appeal in respect of any efforts by J.P. Morgan to obtain a refund of or reduction of Taxes 
referred to in U.B above. 


IV. DEFINITIONS 

As used in this Agreement, the following terms have the meanings specified below: 

‘‘Affiliate” of a Person means any other individual or entity who directly or indirectly 
controls, is controlled by, or is under common control with that Person. For purposes of such 
definition, “control”, “controlled by”, and “under common control with” mean possession, 
directly or indirectly, of power to direct or cause the direction of management or policies 
(whether through ownership of voting securities or other interests, by contract, or otherwise). 

“Person” means an individual, partnership, corporation, limited liability company, 
business trust, joint stock company, trust, unincorporated association, joint venture, firm or other 
entity, or a government or any political subdivision or agency, department or instrumentality 
thereof, 
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“Taxes" means any and all present or future taxes, levies, imposts, duties, deductions 
charges or withholdings imposed by any governmental authority. 

J.P. MORGAN SECURITIES INC. 

By 

Name: jfntZmiulrnZ. 

Title: vitt 

COMPAGNIE PAPIERS STADACONA 


By: 

Name: 

Title: 
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‘Taxes” means any and all present or future taxes, levies, imposts, duties, deductions 
charges or withholdings imposed by any governmental authority. 

J J. MORGAN SECURITIES INC. 


By: 

Name: 

Title: 

COMPAGNIE PAPERS STADACONA 


By: 


r. JV&JO- 


Name: W, &ZHN f\. 

Title: Vi Cd-vA^iddiTh un<v 

Cker v-tm.nu'a.1 ewer 
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To: Wi lam Demons .<« JFMOP-GAN 

From: Foberz Hudak/CHAS E 

Subject: Some Gutal Hews 

Care: *ed, 14 Feb 200_ 2i:55:'=> GMT 

Bill, 

o As I raenzicned to you on Friday, we received a mandate from Enron for a 
3J.ap.jhct transaction, We will be raising S400M in the bank market to finance a 
Canadian acquisition. JPM will earn a fee cf $6H at closing, which will be 
allocated S.75X to Bank Syndications for the placement, S.5M to Equity 
Derivatives to hedge the Bank’s $40M share sf the lean, and 54.75K ner to us. 
The transaction was crouqht in by Bruce Xenorick £MB. candidate I , Susan 
MacEachron, ar.d Eric Peiffer. Bruce and Eric run the Slapshot product. Susan 
had beta working on a private equity placement for Enron Networks which had 
been put on. held, spotted the Canadian acquisition and pushed Slapshot as a 
secona prise, T.ne .company wculd like to close the deal by end-March. We are 
already in documentation phase. 

o The Enron transaction brings our total Global Closed and Mandated amount to 
S73M, assuming fees cn the three deals for the Bank are priced unset the 
historical Chase method. As you know, this already brings us above last 
year’s total revenue cf S7CM. We are pressing to keep momentum going, and have 
a promising pipeline for the second quarter. I will update you shortly on the 
tees ter the three Bank deals, bases cn tne new agreement with Dim. 

Bob 
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Structured Finance 834-5155 Fax Number:. 834-6181 
To: Julie Roth@JPWORGAN 

cc: Kathryn D. Ryan@Jpmorgan, Susan Maceachron/Chase@Chasa 

Subject Re: Project Slapshot 
1 


The S40QMM "net” loan is repaid in that, each period, the coupon payment from Finco to JPM SPV' 
constitutes interest and principal amortization for the S400MM borrowing by SPV from the bank syndicate. 
The S400MM thus will be paid down to zero on a mortgage-style basis over the five-year tenor. 

I agree with your comments below, which seem to nicely summarize what we discussed yesterday. I 
would like to talk again tomorrow to circle back on this and answer any remaining questions, and to get a 
formal go-ahead / sign-off on this (subject, of course, to the final documents including the necessary 
language to effect set-off, mutuality in bankruptcy, etc.). We just want to be assured that the accounting is 
-as close to approved as possible before we speak with all the fawyers late tomorrow and continue the deal 
execution on the basis of our new tweak. 

Thanks again - we appreciate your work on this. 

Eric 


Julie Roth @ JPMORGAN 02/22/2001 05:32 PM 


Julia Roth @ JFMORQAN 02/22/2001 05:32 PM 


To: Eric Peiffer/CHASE@CHASE 

cc: Kathryn D. Ryan@Jpmorgan, Susan Maceachron/Chase@Chase 

Subject: Re: Project Slapshot 

l • 

Just to quickly confirm our initial reaction yesterday. . 

Provided the FIN 39 criteria continue to be met (that Joan previously set out), JPMC’s balance sheet will 
only show a loan to FIN CO of $400 million dollars. Further, JPM will have the liability to pay back the 
syndicate that provided us with the cash. 

The structure was consistent with the one reviewed, previously with one exception: JPMC will not initially 
face FINCO in the subscription agreement that obligates it to purchase FINCO's shares. Instead, Subco 
will legally have that agreement (obligation to buy FINCO’s shares) and will transfer that debt obligation to 
JPMC. FINCO will have the obligation to deliver the FINCO shares to Subco. Subco Is legally released 
from being the primary obligor. 

JPMC's entry 

Or. Loan Rec. from FINCO 
Cr. Cash 
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Dr. Cash 

Cr. Payable to FINCO 

As a result, JPM legally has the obligation to pay FINCO. It also has a receivable from FINCO. These 
appear to continue to meet the FIN 39 criteria. Of course, we rely art Legal to confirm that the legal 
conditions have been satisfied. 

i did have a quesiion...cou!d you please explain again how the $400 is repaid? 

Let us know if you have any questions. 

Thanks, 

Julie 

Eric PeiffertSCHASE 


Julie Roth @ JPMORGAN 02/21/2001 10:58 AM 


Julia Roth @ JPMORGAN 02/21/2001 10:58 AM 


To: Eric Peiffer/CHASE@CHASE 

cc*. Kathryn O. Ryan@Jpmcrgan, Susan Maceachron/Chase@Chase 

Subject Re: Project Slapshot 

a 

I am avail, later this afternoon to discuss. I have not had a chance to look through the background, so you 
are going to have to start at the beginning (for me at least). 


What time works for you? 
Eric Peiffer@CHASE 



To: Kathryn D.Ryan@JPMORGAN. Julie Roth@JPMORGAN 

cc: Susan MacEachron/CHASE@CHASE 

Subject Re: Project Slapshot 


Kathy / Julie, 

I would like to discuss your thoughts today on the accounting for the Enron transaction - is there a time 
that works for you? I’m going to be under some pressure tomorrow as to whether our porposed tweak to 
the structure will work. Thanks. 

Eric 


Forwarded by Eric Peitter/CHASE on 02/21/2001 1 0:38 AM 
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Structured Finance 834-5155 Fax Number: 834-6181 
To: Kathryn D. Ryan@ J PMO RG AN 

cc: Bruce Hendrick/CHASE@CHASE 

Subject Re: Project Slapshot 

a 

Great - much appreciated. Let's just shoot for Monday since i’ll be in the office all day (111 be traveling on 
Sunday) - if you want to leave me as message (834-5155) over the weekend (or Monday a.m.) to let me 
know what works for you on Monday that would be helpful. 

Thanks again. 

Eric 


-Kathryn D. Ryan@JPMORGAN 

uX ' ; 

> . Kalhryn D> R yan @jpMORGAN 

C ’ 02/16/2001 0156 PM 


To: Eric Peiffer/CHASE@CHASE 

cc: Bruce Hendrick/CHASE@CHASE 

Subject Re: Project Slapshot 

g 

Eric- 1 will plan to speak to you sunday/monday- after I have read the documents, so that any open issues 
can be addressed on mon/tues. 

K 

Eric Peiffer@CHASE 



To: Kathryn D. Ryan@JPMORGAN 

cc: Bruce Hendrick/CHASE@CHASE 

Subject Re: Project Slapshot 


Is Tuesday ok? The lawyers have slammed on the brakes until we confirm that the net accounting for the, 
vist we’re contemplating will work. Sorry for the time pressure, but it’s a pretty big transaction on an 
ccelerated timeline, and I have several fairly senior people getting on me for an answer. 

»s l explained, what I’ve sent to you is already approved (we did a deal using this structure in December), 
(explain the new twist to you on Tuesday in order to confirm that the accounting is the same. Feel free to 
all me here on Monday if you need to, or at home during the weekend at 914-771-7199. 

Thanks. 

Eric 

Kathryn D._Ryan@JPMORGAN 

/ Kathryn D. Ryan@JPMORGAN 
02/1&2001 11:02 AM 
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Structured Finance 834-5155 Fax Number. 834-6181 
To: Kathryn D. Ryan@JPMORGAN 

cc: Bruce Hendrick/CHAS E@CHASE, Susan MacEachron/CHASE<®CHASE, Sharon Rolek/CHASE@CHASE 


Subject- Project Siapshot 


Kathryn, 

Attached is a description of our transaction, as well as the term sheets. As i mentioned, we received 
approval from Corporate Accounting Policies to net the Chase SPVs receivable and payable, thus 
showing on Chase's consolidated books a net loan and net interest income. For regulatory purposes we 
are showing the gross amounts of the receivable and payable, but netting upon consolidation as per FIN 
39. E&Y gave us a clean accounting opinion on Canadian GAAP on net treatment as it relates to the 
client, stating that the client can net. We can forward this if needed. 

Corporate Accounting’s journal entries are shown below, and are based on a hypothetical loan from Chase 
SPV to Flnco {a dfent subisidary) of $100, with a prepayment by Subco (dient subsidiary #2) back to 
Chase SPV of $70. The term sheets attached (for this deal) contemplate a $1 .5 bn loan and a $1 .1 bn 
prepayment, with a resulting net $400MM loan economically and for GAAP. The CMB owned SPV is 
called Flagstaff, and Canco (Enron's Canadian operating company) is called Daishowa. 

As I mentioned, we would like to discuss a slight modification to the structure for the deal we are 
executing. In the meantime please call If you need any other Info while you get up to speed on this. 

Please limit distribution of this information as appriate (of course), as this structure is highly proprietary / 
confidential. 

Thanks. 

Eric Peiffer 
834-5155 



Transaction Summary - unabridged.! Term Sheets 2-13-01. do 


Forwarded by Eric Peifler/CHASE on 02/16/2001 09:17 AM 



Joan Fiorello on 05/08/2000 02:39:57 PM 


Corporate Accounting Policies 212 701-7039 Fax Number 212-701-7047 
To: . Eric Peiffer/CHASE@CHASE 

cc: Patrick 0’Brien/CHASE@CHASE, Sharon Fiolek/CHASE@CHASE, Robert Kantowitz/CHASE@CHASE. 

Scott Hendry/CHASE@CHASE, Leonard Zuckerman/CHASE@CHASE, Marc Lucier/CHASE@CHASE 
Subject Project Slapshot 
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You have requested that Corporate Accounting Policies review the terms of the proposed tax advantaged 
transaction for a Canadian customer involving: 

Canco, a Canadian company 
Subco, a wholiy owned subsidiary of Canco 
Financeco (Finco), a special-purpose company created by Canco 
Chase 


The purpose of this review is to determine whether or not the asset and liability held by Chase, as a result 
of Chase's involvement in the deal, could be netted and to what extent The steps in this deal and 
resulting effects on the balance sheet are as follows: 


1 . Chase tends money to Finco in exchange for a five year note (assume the loan is for $100), Chase 
would record the following entry: 


Dr. Loan Receivable from Finco 
€r. Cash 



100 


2, Chase and Finco also enter into a legally binding warranty agreement where Chase receives warrants 
whereby once exercised, will be irrevocable. Chase intends to exercise the warrants immediately upon 
issuance which will entitle Chase to receive nonvoting shares of Finco representing 99.99% of the shares 
of Finco. The payment of the subscription price is to be provided from the repayment of the principle 
coupon to be received by Chase in five years as described in #1 above. When the warrant is exercised by 
Chase, it effectively becomes a forward agreement. Generally, forward agreements are considered to be 
"off-balance sheet" items until settlement; however, in effect Chase has an unconditional obligation to pay 
cash and receive shares. This agreement could be recorded similar to certain FX contracts where the 
receivable and payable are recorded on balance sheet on a net basis. If the receivable and payable are 
equal, the balance sheet amount is zero; if one or both sides of the transaction is revalued, the net 
amount is a payable or receivable. In this case Chase will record the payable and receivable at their 
current values of $70 as follows: 

Dr. Receivable of Securities from Finco 70 

Cr. Payable to Finco for Subscription 


3. Chase simultaneously enters Into a legally binding warranty rights purchase agreement with Subco 
whereby Chase agrees to sell Subco the rights it acquired under the warrant agreement for an amount 
equal to the present value of the loan principal determined in #2 above. This transaction will qualify as a 
sale of the receivable whereby the right to receive the shares are assigned to Subco, Fmco acknowledges 
that it is obligated to deliver the shares to Subco, and Chase is not legally obligated to make any payment 
to Subco. Chase would record the following entry: 

Dr. Cash 70 

Cr. Receivable of Securities from Finco 70 


At the end of the three transactions above, Chase is left with an asset called "Loan Receivable from Finco" 
for $100, and the liability "Payable to Finco for Subscription" for $70. Under FIN 39, this asset and liability 
on Chase’s books may be offset to the extent of the present value amount which Is $70. This results in a 
net loan receivable on Chase’s balance sheet for the amount of $30. Over the life of the transaction. 
Chase will receive payments equal to the interest on the Si 00 loan. These amounts will represent interest 
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income on the net $30 loan as well as principal payments to reduce that loan to zero at its maturity. 

The netting of Chase's receivable and payable described above is subject to the rules of FASB 
interpretation No. 39, Offsetting of Amounts Related to Certain Contracts ( FIN 39), which mandates that 
the offsetting of assets and liabilities on the balance sheet is improper except when the right to setoff 
exists. Per F!N 39, the right of setoff exists only when all of the following conditions are met 

• Each of two parties owes tie other determinable amounts. 

• The reporting party has the right to set off the amount owed with the amount owed by the other party. 

• The reporting party intends to set off. 

• The right of setoff is enforceable at law. 

The last criterion usually requires a legal opinion from Chase’s legal department or external counsel. Also, 
it should be noted that if Chase's receivable and a payable accounts were held with two separate legal 
entitles, netting would not be permitted under FiN 39 even it they shared a common parent. 

The above preliminary conclusion is based on our understanding of the transaction. Please let us know if 
pur understanding is not correct. We will provide a final conclusion after we have reviewed the final legal 
agreements to ensure that ail of the conditions of FIN 39 are met. 

It is our understanding that this transaction is designed primarily to provide tax efficient financing for 
Canco. The Tax Department should review the transaction to ensure that they do not have any issues. 

Please let me know if you have any questions or are in need of further interpretation of the requirements 
listed above. 

Regards, 

Joan 
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To: Kathryn D. Ryatl®JPMORGAN, Julie Roth@JPMORGAN 

ce Bara Hendrick/CHASErgCHASE 

Subject: Re:siapshot H 

Attached Is the term sheet for the Flnco credit agreement (Flagstaff SPVs loan to Enron Flnoo). See "III. 
Repayment," which acknowledges right to set off. Also attached Is the first draft of the Payment 
Assumption Agreement whereby Flagstaff assumes the obligation to pay Enron Finco tor the shares. See 
Sections 2.1 and 2 2 . Section 22 In particular describes among other things that Flagstaff's payment to 
Enron Flnco under the Subscription Payment Assumption Agreement Is conditional on Flnco repaying Its 
loan to Flagstaff. Section 6.6 states no restrictions on set-off. 

As Flagstaff s payment to Flnco Is conditonai on Finco repaying, Chase can just choose to Invoke set-off 
which is Chase's full Intention - to direct Finco to keep its money rather than repay the loan, in return for 
Flagstaff not having to pay cash for the Flnco shares. Clearly there Is no benefit to Chase/Flagstaff to 
have the money move. As discussed, the lawyers (especially the tax lawyers) are hesitant to state 
explicitly Chase's intent to set-off or to require this set off, as they wish to keep the documents as "arm's 
length" as possible rather than tie them together (which additional "Intern to set-ofr language would do). 

Hope this helps. 

M 

Flnco Term Sheet 2-28-01 .<* Subscr Pmt Assmptn Agrmnt 2-25-01 .c 
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CT f Kathryn D. Ryan@JPMORGAN 
02/28/2001 02:11 PM 


To: Eric Peiffer/CHASE@CHASE 

cc: 

Subject slapshot 

eric- 1 spoke to Julie and it would be helpful if you could provide us with some of the wording in the deal 

that will support the net settlement- 

kathy 
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Structured Finance 834-5155 Fax Number 834-6181 

To: Bruce Hendrick/CHASE@CHASE, Natalie Floyd/CHASE@CHASE. George Serice/CHASE@CHASE, 

Robert Traband/CHASE@CHASE 
cc: 

Subject RE: Wed cortf call - discussion points 
FY1. 

Forwarded by Eric Paffer/CHASE on 05/03/2001 10:43AM 

"Bayaritoglu, Ozgur (Ozzis)" <ozzio@velaw.com> on 05/09/2001 10:18:42 AM 



To: Eric Peiffer/CHASE@CHASE 

cc: "Anderson, Ken’ <kandersan@velaw.ccm> . 

Subject RE: Wed conf call - discussion points 


ERIC: I would like to point out few matters in connection with your points. 

1. A technical default by Flagstaff will, unfortunately collapse the 
structure. We have attempted to reduce this risk from Enron's point oe view 
by (a) the administration agreement pursuant to which Enron itself will 
r ,<.nply with certain covenants and (b) the Chase performance guaranty. 

2 My initial response is that banks like privity of contract (i.e., a 
c mhractual rights directly between parties) . That is why we may insist on 
the Enron Agreement. 

3. It' is my understanding that none of the reps, warranties or 
covenants in the Enron revolver were changed this year. 

4. You are exactly correct about the credit support concern. For 
clarity, there are at least two separate concerns: (1) going forward, does 
the fixed amount adequately cover "all amounts" and (2) even if we have 
concern (I) correct, please note that the fixed amount decreases over time 
but the "all amounts" amount would stop decreasing if any coupon payments 
were not made, thus there is a strong incentive for the banks to accelerate 
immediately (this would be a concern for Enron) . 

— Original Message — 

From: Eric. Peiffer®chase. com (mailto:Eric.PeifferOchase.coml 
Sent: Wednesday, May 09, 2001 8:40 AM 

To: kandersonOvelaw.com; ozzieOvelaw.com; Richard. S. WalkerOchase.com; 

"EORGE . SERICEOchase . com ; ROBERT . TRABANDOchase . com; 

Bruce .Hendrickfflchase . com; Susan. MacEachronOchase . com; 
Natalie.FloydOchase.com; Roxanne.Powellochase.com 
Subject: Wed conf call -- discussion points 
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Attached is a draft of the discussion points we expect to cover in this 
morning's call. We will not send this to Enron. Please let me know if 
there are other major points we should cover. 

(See attached file: Conf Call 5-9-01. doc) 

++++++CONFIDENTIALITY N0TICE+++++ 

The information in this email may be confidential and/or privileged. This 
email is intended to be reviewed by only the individual or organization 
named above. If you are not the intended recipient or an authorized 
representative of the intended recipient, you are hereby notified that any 
review, dissemination or copying of this email and its attachments, if any, 
or the information contained herein is prohibited. If you have received 
this email in error, please immediately notify the sender by return email 
and delete this email from your system. Thank You 
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ENRON DISCUSSION POINTS (May 9. 20011 


Rabobank 

Unfortunately not able to gain approval as originally thought; remote chance presently 


Documents 

Major discussion issues are: 


* Restrictions / covenants on Flagstaff SPV . Whether a technical default by Flagstaff can 
potentially collapse the structure. 

* Indemnities and related provisions . Extent of indemnities. Whether located in the Enron 
Agreement or in the Finco and Flagstaff credit agreements. 

• Elimination / redrafting of other provisions ; 

- Should recent FAS 125 deal provisions should be incorporated into the Slapshot deal 
(JPM credit issues and requirements for successful syndication) 

- . JPM’s suggestion that the provisions in the renewed revolver (close by May 1 8) should 

be mirrored 

• Enron Credit Support (Total Return Swap) 

- Much progress; all parties fairly comfortable subject to some details 


- Need to nail down the “fixed payment” amount from Enron to Flagstaff under the TRS, 
Must somehow cover “all amounts due to Flagstaff under the Finco credit agreement” 

(Wtf CuA'i jVrurt bcuJfr ’ fa Jp&db- Mjdyi fv 

Timing (documents) " 2. #v-6£j£4 ^ ^ 

1 . Marking up documents vs. preliminary or parallel discussion of conceptual issues 

2. Timing for next drafting session (conference call or meeting in Houston - early next week?) 

3. Timing for turning next draft 


Syndication 

• Select banks (Doug & Kelly Boots discuss with George) 

• Enron’s desire to close de-consolidation structure (Sundance) prior to bank meetings? 

• Additional him of docs likely prior to bank meetings (sufficiently close to final docs) 


Miscellaneous 

• Update bank slides and info memo for Credit Support 

• JPM to distribute revised timeline / 
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JP Morgan Global Syncfeatad Fmanca, Ga«g*.S«ric*@JPMCha*Beam 713-216-8079 ‘ Fa* Number 713-216-4583 
To: {sea below) 

Subject Project Rio Grande (aJca. Flagstaff Capital Corporation) - HEADS UP MEMO ffi 

i will soon bo requesting amended approval to the subject PRE-FUNDED transaction. We have been delayed as we 
have been pursuing alternative placement strategies of (1) placing entire amount w/ Rabo and (2) institutional placement. 
Unfortunately, neither option materialized. While the structure of the deal has remained unchanged, pricing and 
syndication strategy modifications are as toitows: 

Drawn Cost 100-1 125 bps (up from 85 bps) 

CMS Pre-Fund: S100MM {down from S133MM) 

Foot to Club Bank*: 35 bps on held at primary dosing date (up from 25 bps) 

Club Bank Target Hold: S60MM, or 1 5% (up from S40MM, or 10%) 

Syndication Strategy: Enron has proposed going to three or four (up from two or three) of their 
relationship banks {IBJ, BOTM, RBC, RBS) for the club underwrite of $100MM each. 

Depending on Club success, we would have from S100MM to $160MM to syndicate in secondary. 

Enron has approached the bank market 1 1 times YTD. They have now cleared out all retail inventory. 
The forward calendar indudes only Project Rio Grande plus a rollover and downsize of an existing deal. 
(JED! I!, redudrtg from S250MM to - S150MM, which rollover JPM will lead). 

JPM recently co-led a roil of Enron’s flagship (S1.75B) plus a NEW S500MM L/C facility. We got the 
deal done with 3-5% oversubscription. While California was a hot topic during our syndidion of 
Zephyrus in toe spring (S500MM receivables monetization), it was not nearly as "hot" during the flagship 
exercise. 


Forwarted by Qeor&i SbtIm/CHASE on 05/24/2001 10:19 AM 

Roxanne Blanco ( ) 02/20/2001 05:38 PM 


Global Syndicated Fkvanca 713-216-3510 Fax Number. 713-216-4583 

To: ' David 8umetVCHASE@CHASE. Greg NaLson/CHASE@CHASE. Christopher Teague/CHASE@CHASE. Arm 

Lane/CHASE ©CHASE, Timothy 8roadbent/CHASE@CHASE 
CC Tod 3enton/CMAS£@CHASE, George Sarfee/CHASE@CHASE, Barnett Eyncn/CHASE@CHASE, Soft 

Gtogowor/CHASE© CHASE ! 

Subject Project Rio Grande - HEADS UP MEMO 


Wo are requesting approval to arrange a $4G0MM 5 year + 1 day club pre-funded U.S. term loan facility 
guaranteed by Enron Corp. to support a tax-structured transaction sponsored by Enron Corp. f Enron"). This 
facility is part of a SI. 53 Bn transaction arranged by JPMorgan's Structured Finance group, which will be used in 
connection wHh the acquisition of a Canadian Pulp & Paper Mill (the "Mitt"). Enron is purchasing the Mill from 
Daishowa Forest Products Ltd. The deal will give Enron ownership of 60,000 acres (24, 300 hectares) of forest in 
the state of Maine as wen as a 515,000 ton/year newsprint and paperboard plant 


USS400MM 
5 years + 1 Day 
L+85bps 

Enron Corp,(BBB+ / Baal) 


Deal Terms 

Amount 

Term: 

Drawn: 

Guarantor 
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JPMorgan Upfront Fee: 
GSF Upfront Fee: 

CMB Pre-fund: 

CMB Target Hold: 

Fees to Club Banks: 
Fees to Retail: 


$6 MM 

$750,000 * 

S133MM (1/3 of deal) 

S40MM 

25 bps on hold at primary dosing date 
- 35 bps (1 bp per million of commitment) 


* Credit is requiring that an Enron credit derivative be purchased to offset CMB exposure on this 
transaction. The approximate $550,000 cost is being paid by the Tax Structuring Group. 


Syndication Strategy : Enron has proposed going to two or three of their second tier banks (iBJ, RBC, 
etc.) for the dub opportunity. They think this strategy will enable them to 1) avoid approaching other top 
tier which may have ongoing pre-funded position^ and 2) minimize underwriting fees. Enron has 
proposed a 25 bp fee {about $333,000 on a S133MM commitment) for pre-funding the deal. This fee 
would be net to the Clubs as Enron would pick-up fees to retail. 


To: David Bumett/Chase ©Chase Ann lane/Chase ©Chase 

Greg Nefson/Chasa ©Chase Timothy BroadbentfChase ©Chase 

Christopher T eague/Chase ©Chase 


cc: Tod Banton/Chasa ©Chase Robert Traband/Chase ©Chase 

George Serica/Chase ©Chase Roxanne Powea/Jpmchase ©Chase 

Barrett Eynort/Chase ©Chase Susan Cunuitiro/Chssa ©Chase 

Seth GtogowotfChase ©Chase 
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/? MikeAddy 

0671&2001 12:41 PM 


Credit 713.21S.4029 Fax NunXxe 713.216,4227 

To: Peter M. UcaU/CHASE 9 CHASE 

cc: 

Subject Re: Flagstaff I.D. #*s 3$ 

OK. 

Petsr M. Ucatzi 


— > Pater M. Ucatzi 

06/1S/2001 1221 PM 


Oil A Gas Octal Credit and Capital Management (713) 215-3869 Fax Number (713) 216-4117 

To: Mike Addy/CHASE Q CHASE 

cc: Robert Traband'CHASEOCHASE 

Subject Flagstaff I.D. #*s 

Mike: 

Potential one day intraday O/D line is requested of approx $1.1 billion 


thanks 

Forwarded by Peter M. UeabVCHASE on 06/18/2001 1225 PM 



Structured Finance 834-5155 Fax Number. 834-6181 

To: Peter M. Ucato/CMASEGCHASE 

cc: Robert T raband/CHASEOCHASE 

Subject Flagstaff ID. f*» 

Peter, 

The DOA (Acct « below) for Flagstaff Capita) Corp Is to have an overdraft line of credit of approx. $1.1 
billion in order to execute the correct fund flows on the transaction closing date ol June 21 . The $1 .1 
billon will be repaid same day. 

Rob Traband has credit approval for the overdraft. It needs to be operational In time fcr the deal trustee 
(Valerie Dunbar) to review it prior to June 21 . 

What need to be done to make this operational? I’m assuming you're the contact slice you were 
involved with the overdraft credit on Murphy' Oil in december. 


Thanks. 


F01A Confttertbl 
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Munoz, Hilda 

From: 

Sent: 

To: 

Cc: 

Subject: 


Sam.Round rSam.Round@enron.ccm] 

Wednesday, June 20, 2001 4:13 PM 

Munoz. Hilda 

Sam.Round 

FW: Additional Daylight Overdraft Request from Enron 


-—-Original Message— » 

From: Round. Samuel „ .. 

Sent: Wednesday, June 20, 2001 3:59 PM 
To: ’hilda.monoz@ctficorp.corn’ 

Cc: Moehiman, Cathy; Perry. Pamela; Diane Gould (E-mail) 

Subject: Additional Daylight Overdraft Request from Enron 

Hilda, 

Enron will require additional davltaht overdraft prote ction on PHHau 
6/22/2001 on account numberl 

The amount of the request is 1_< ouuon over ana aoove our current 
line. . 

Enron will send this amount to an escrow account at Chase NY with a 
value date of 6/22&001 on Thursday afternoon. 

This request is related to a structured finance transaction (see 
attached), which is anticipated to dose on 6/22^2001 . 

The attachment only indudes a brief description of the material cash 
flow movements. The amounts depicted are only for reference purposes 
and will change. 

Thanks again for all of your assistance 

Sam 


«CKibank Canada 6-22-01 .doc» 
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Facsimile Cover Sheet 


Company: &£<ocvdc. — 
Phone: 

Fa sSO-3 

From: Pam Perry 

Company: Enron 

Phone: 713-S53-6S4S 
Fax: 713-646-2667 

Date: '6-14-01 
Pages inefoding this ' 1 
cover page: . 



Comments: ■ 


J\ 

Thank you, .. 
Pam 


W-."' 



. s . 

8EC5JTED T'SEilS. 15. 2:D0FH Kill TIlBWH. 1:. i ; -' !Fa 

CONFIDENTIAL crri-SPSl 0044920 



616 











617 


jz, Hilda 


Sam.Round PsiUtowrf^rpn^,,,] 

Wednesday, June 20, 2001 4.21 PM 
Munoz, Hilda 

FW:AdditicnaI Daylight Overdraft Request from Enron 


riginai Message — 

Round, Samuel 

Wednesday, June 20, 2001 3:59 PM 
1iada.monoz@dticorp.com' , 

Mcehiman, Cathy; Perry, Pamela; Diane Gould (E-mail) 

± Additional Daylight Overdraft Request from Enron 


will require additional daylight overdraft protection on Friday 
001 on account number <BMNV86. 


. to accommodate a dosing and the funds will run thru several 
nts at Citi NY and CHi Canada and ultimate ly Citi NY will receive 
ids back into the original account ItfMtSS. 

mount of the request is 1.2 billion over and above our current 


win send this amount to an escrow account at Chase NY with a 
date of 6/22/2001 on Thursday afternoon. 

jquest Is related to a structured finance transaction (see 
sd}, which is antldpated to dose on 6/22/2001 . 


/WcA Um. 

1 Redacte d by Permanent Su bcommittee on Investigations 


tr ient only indudes a brief description of the material cash 
t ' ints. The amounts depicted are only for reference purposes 
1! tudhge. 

s again for all of your assistance 


bank Canada 6-22-01 .doo> 
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Munoz, Hilda 


From: 

Sent: 

To: 

Cc: 

Subject 


m3w!.Ju n9 2'. 2001 11:50 AM 

Munoz,* Hilda? Junek. Lydia; Risk-Credit, NY 

ENRON / Additional Dayliflht Overdraft RequestAJRGENT 


TO: CITIBANK DELAWARE 
ATTN: MICHAEL ALEARDt 

THIS IS APPROVAL FOR A DAYLIGHT OVE DRAFT LIM IT EXCESS OF USD* 1/2 
BILLION FOR ENRON CORPS ACCOUNT ON FRIDAY JU NE 22 . 2001 

ONLY , | Redacted by Permanent Subcommittee onjnyestigations_ 

THIS APPROVAL IS ALSO GIVEN BY LYDIA JUNEK, MANAGING DIRECTOR (SCO). . 

REGARDS, 

HILARY OLEWE 
RCAC 


PS; 

MICHAEL, 

TO ENSURE THE SMOOTH FLOW OF FUNDS, J BELIEVE YOU SHOULD PUT THE DOL 
INCREASE ON TONIGHT BEFORE YOU LEAVE, SO THAT ITS EFFECTIVE FIRST 
THING TOMORROW. 

PLEASE CONFIRM RECEIPT OF THIS APPROVAL 


_ Forward Header 

Subject; ENRON / Additional Daylight Overdraft Request70RSERT" 
Author Hilda Munoz at 10USHOU 
Date: 06/21/2001 12:35 PM 


Hello, 

Could.you please approve the subject Daylight Overdraft (1J2 Ballon) for Enron 
to accommodate their closing on 

Friday, June 22,2001 as detailed In the attached e-mail. Lydia Junek, Managing 
Director / Senior Credit Officer has given her verbal approval for the DOD as 
well. 


Regards, 

Hilda Munoz 

Global Energy - Houston 

713/654-2827 

— Original Message — 

From: Sam.Round [SMTP:Sam.Rcund@enron.com] 

Sent Wednesday, June 20, 2001 4:21 PM 
To: Munoz, Hilda 
Cc: $am.Round 

Subject FW: Additional Daylight Overdraft Request from Enron 


* — Original Message — 

From: Round, Samuel 

Sent Wednesday, June 20, 2001 3:59 PM 

To: 'hnda.munoz@citicorp.com' 

Cc: Moehiman. Cathy; Perry, Pamela; Diane Gould (E-mail) 
Subject: Additional Daylight Overdraft Request from Enron 


Hilda, 

Enron will require additional daylight overdraft protection on Friday 


l 
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6/22/2001 on account number 0007-6486. 

sssi BMi«£aiffi ff,Ss = s ' 

the funds back into the original account - j 

The amount of the request Is 1 2 biton over and above our current 
fine. 

Enron win send this amount to an escrow account at Chase NY with a 
value date of 6/22/2001 on Thursday afternoon. 

This request Is related to a structured finanrabansactlon (see 
attached), which is anticipated to close on 6/22/2001 . 

The attachment only includes a brief description of the material cash 
flow movements. The amounts depicted are oniy for reference purposes 
and will change. 

Thanks again for ay of your assistance 
Sam 


jWcl- k)* • 


" -rf hv planer- --—‘"-r » *«**»<*•- 


«Citibank Canada 6-22-01 .doc» 
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5/ Eric Peif fee 


gn— i 


To: Gterga Sarica/CHASEgCHASE - • 

cc Roxanna Paw*H/JPMCHASE@CHASE, Robert TrabaraiiCHASEgCHASE, Richard S. WalkariCHASEgCHASE, Christopher 

Tugue/CHASEg CHASE, Desna McGxojrty/CHASE§CHASE, Susan CumminsjCHASEgGHASE, Michael SSF Suck!ay/CHASE@CHAS£ 
Subject Re Haastaff SyndScitiwilijidm- 10-10 3 

let’s make sure we lock up Cti and Boa on confidentiality agreements, for what thayfra worth. These may help prevent eithar's structured 
finance groups from getting their hands on too much info, including tfta docs if either participates. Thanks. 


George Series 

||| . ^George Strict 1 ijtfk 

jyjfa 10/10/2001 03:59 PM 


JP Margin Global SymSctlad Ftnancfc GfiorgtSwica&JPMChastxan 713-2164079 Fn Sumb*: 713-2164563 

To: Eric P«ff«/CHASE§CHASE Roxanne Powefi/JPMCHASEgCHASE, Robert Trabami/CHASE@CHASE, Richard S. Waiker/CHASE, 

Christopher TMgwjCHASEgCHASE. Doom McGroarty/CHASEgCHASE, Susan CumrwnsfCHASE&CHASE. Michael GSF 
BucJdey/CHASEgCHASE 
cc 

Subjaci: flagstaff Syndication Update ■ tO-IQ 

See message below. Obviously, from a proprietary information parspecitve, Citi and BofA are not ideal targets, t got a heads-up on those 
two via a vcica mail from Eric last night Both have been shown some materials, but not the whole. The fact that Enron is going to these 
players demonstrates the tightness of the bank markat 

I mentioned to Sarah H. that we told Broca and Bid (and we also mentioned to Kelly and Sarah) our sensitivities re: such players. I think 
the ship will keep moving ahead, barring any big-rime objections from us. But regardless, we need to gat the position sold down. 


FcfwmM by EaorgiSaricBlCHASEoa 10/10/2001 (Oil PM 

iL®^ 

10 / 10/20010252 PM 

JP Morgin GkAri Sy«8cat«d Fiwiat Swg*^«rict|UPMChmxam 7 132! 8-8079 Ft* Numbor. 713-2164583 

Tk wwilHwdg&jMXWV fnQ*tats@ibjut.com. Jwtantongbtnwtxcnj, kglmcatk@btmny.com. i 
KevkHowird§riKaXQRV nat.whjtagfbM.com. Michael GSF B u cklty/CH ASEgCHASE 
cc 

Subject: FUgstiff Sywfiealion Upditt • 18*10 

Sarah Hainsman told me they are approaching ABN, Chi, BofA, Barclays and BBC. 
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To: Laureen Ca_±o/CHASE8CHA3E 
From: George Serice/CHASE 

-c: RiJiaid S. Sal ’tout/ CHASE, Robert ? _ abend/ CKA3 S3CHASE. Michael G2F 

Buckley# CHASE3CHASE, Susan Curntins/CHASS0CHASE 

Subject: Re: ENRON FLAGSTAFF 

Date: Thu, 11 Oct 2001 18:00:49 GHT 

After falling to fill-out the syndication with a broad retail net, we missed 
the target date of 5/3C to reduce our exposure to target acid. Enron has 
approached "top tier* lenders Barclays, ABN', Citi, BofA and RBC to cover the 
S8QMM shortfall. The message from Enron to them is "you have to do this". 
There is no misunderstanding between Enron and J?M rei Enron's responsibility 
to get this sold. We have been in this position with them before, and gotten 
the situation cleaned up in 30 days. The flex language is explicit. It is a 
timing issue. We are endeavoring to get this done by October 31, but a more 
realistic goal is Hov 15. Rick Walker (R.M. : and I will have another 
• conversation with the company to reveal the income statement hit we may be 
required to take. 

The deal needed to be p re- funded in order to meet a tax objective. 
Historically, we have pre-funded deals for Enron. We may likely reassess that 
position going forward. 


Laureen Callo 
10/11/2001 11:47 AH 

Global Syndicated Finance 27C-7314 Fax Number: 270-1063 
To: George Serice/CHASEacHASE 

cc: Susan Cummins /CHASEiCHASE 

Subject: ENRON FLAGSTAFF 

Did ycu get a chance to prepare a update e-mail Cor Suzanne? 

Forwarced by Laureen Callo/ CHASE on 10/11/2C01 12:45 ?M 


Laureen Callo 
10/03/ 20C1 12:16 PH 

Global Syndicated Finance Z n Q -~ 314 Fax Number: 2" ;-L0c? 

To: George 3er ice/€HA3E3CHA5E 
ccs Susan Cjrru.n3/CHASE!!CHASE 
Subject: ENRON FLAGSTAFF 

George, 

Susanna Hammett was asking about tnis deal at our credit meeting. Can you give 
a me a download as tc how tne syndication is comg/ Whan co we expect to hit 
target?. Purpose of transaction? Why prefunded? Thanks. 


FOlACcnJidantfeU 
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The co-agents (most notably BOTH) are getting restless re: the $375KM 
Flagstaff facility. The papers were signed with a $55.25MM target hold to 

be achieved by 9/30. The inventory position for the group, per the fee 
letter, is $80KM (20MM x 4). 

My thoughts are 33 follows: 

Enron recognizes its obligation to address the issue, but has put it off 
due to its current situation. 

There are nc buyers for an Enron structured transaction in this market. 
Enron could achieve target hold positions by reducing the facility by 
but that would eat up precious liquidity. 

Enron could pay a fee to the lenders based roughly on {Enron's credit 
default rate - PV of the I^IBOR spread) x 80MM. (We will get a view of 
the amount . J 

BOTM - clearly the most vocal, wants something done NOW 
IBJ - also vocal, but not to BOTM level . . . yet 
BBS '-.Tier One bank for Enron. They are quiet. 

For a number of reasons, I think we need to figure out a resolution 
quickly. EOTM is DEMANDING a call with the co-agents and Enron to occur 
ASAP. 


Regards, 
G . 
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To: Eric Peitrar/ CHAS El« CHAS 2 
From: Bruce Kendrick/CKASS 
rc: Rebel t Hudak/CHASEgCKASS 
Subject: Re: enron responsiblitiea 
Date*. Wee, 17 Cct 2001 11:36:31 GMT 

Bob* 

Eric aid an outstanding job and took on serious responsibilities. As you know, 
Enron is very toigh to deal with. Eric is fast becoming our best 
executor !!! HI* * !U !»•*!!!!!*• I !!!!** ! 

Bruce 


Eric Feiffei 
1G/15/20C1 06:33 PM 

Structured Finance 934-5155 Fax Number: 834-6181 
To: Robert Hudak/CHAS E0CEASE 

=c: Bruce Kendri ck /TEAS S8CHASE 

Subject: enron respoasibiities 

Bob, 

As briefly discussed, I've attached a page summarizing my responsibilities on 
the Enron Slapshot t rar.sacticr. for your file. 

Chanrs, 

Eric ‘ * - 
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EricPeiffcr. 10-16-01 

Bob — Given the breadth and depth of my involvement on Enron Slapshot, I have summarized the 

major aspects of my responsibilities (deal dosed 6/22/0 1 ) 

• Worked extensively with Enron on structuring issues such that the Slapshot financing could be 
executed within Enron's existing Canadian operations and current acquisition 

‘ * Very significant role in developing the Enron credit support mechanism (warrant/put/totai return 
swap) used to allow Enron to provide a credit “guarantee" while still falling within GAAP de- 
consolidation provisions. This structure effectively allowed the Slapshot transaction and Enron's 
joint-venture structure (both used to acquire the asset paper mill) to be compatible C redit support 
structure has proprietary application to future transactions for both JPM and Enron. 

• Structured complex interest rate swap and explained to JPMorgan's Swaps Desk. Convinced 
Enron to do entire swap with JPMorgau-J approx. S200k up-front total profit) for a “handed-over" 
trade. Directed the swap execution on dosing date among Enron, JPMorgan's SPY, and 
JPMorgan s Swaps Desk. 

• Primary Structured Capital responsibility for transaction document review and negotiation on most 
non-tax issues. Lead several drafting sessions. 

• Assisted with numerous tax negotiations. Bruce and 1 were able to obtain most of the JPM Tax 
Dept.'s “asks" for the transaction (i.e., Lenny was very satisfied with the outcome). 

• Created the transaction models used by both JPM and Enron. Tailored models to Enron's specific 
acquisition and joint venture structure. 

• Pushed through internal approval processes for credit, legal accounting and operational sign-off. 
Worked with Bruce to obtain JPM Tax Dept sign-off . . 

• Coordinated internally the approval, set-up and monitoring of the SPY (owned by JPM) used in the 
transaction 

• Primary responsibility (rather than Syndications) for creating Bank Slides and Bank InfoMemo for 
use in bank meetings ' bank analysis 

• Helped cuuidtnare discussion* with and analysis by Rabobank as potential lerolei into the sliu elute. 

• Represented JPM at all Club Bank meetings Structured Capital responsibility for numerous 
fotiow-up calls from banks regarding structure, credit support and document issues 

• Coordinated all funds flows at dosing 

• Subsequent to deal closing, played ongoing role in secondary syndication via structuring 
discussions with banks 

• Persuaded Enron to use Chase Fiduciary Services as Trustee on the deal (S75k total fees over 5 

years) * 


SENATE FL 004541 
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Bili W. Brown 

Accomplishments for the First Half of'2001 


The following is a brief summary of accomplishments for the first half of 2001. 

1 . Execution of the Sundance Industrial Partners transaction that created an off- 
balance sheet financing vehicle for EM. Currently Sundance owns 
Stadacona, Garden State and the economic interest in the Pulp & Paper 

• trading book. The deal was closed without utilizing bank capacity. 

- EIM Booked a S20MM.gain (approximately Vi of EIM's quarterly target) 
upon the close of Sundance. 

- The capital is off-credit (and not included in the ROI target calculation), 
EIM recorded S20MM in Funds Flow upon close, 

- Cost of equity in the structure is less than 2%. 

2. Execution of the Slapshot financing which finances in a very tax efficient 
manner Stadacona..(This deal closes next week) 

- The Slapshot deal will create a tax benefit of approximately S15QMM for 
Enron, 

- EIM will book an approximately S3MM fee, 

- EIM will record approximately S20MM in Funds Flow 

- The deal is supported by Enron credit but is off-credit. 

(I’m sure the tax department will describe in much more glowing terms the 
benefit of this deal) 

3. Arrangement of and execution of equity in the Huntco transaction. 

- Will enable EIM to record a significant gain related to the transaction. 

4. Assisted with various EIM originators, etc. on strucmtfeffof potential deals. 

... * 

5. Created a Fust Class Finance team with execution/structuring capability 
comparable to anywhere in the company. 
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Doug McDowell 


1221 Wood Hollow Drive Apt. 13309 
Houston, Texas 77057 


[ Redacted by Permanent Subcommittee on Investigations'] 


SUMMARY OF PROFESSIONAL QUALIFICATIONS 

* Eleven years experience in structured and non-recourse finance as well as corporate lending. 

* Knowledgeable of both the capital markets and commercial lending markets. 

* Experience in structuring transactions and negotiating documents both as a sponsor and as a commercial 
lender. 


• Multiple industry (domestic & international) knowledge via structured and non-recourse finance 
experience including independent power, pulp and paper, petrochemical, natural gas pipeline, and natural 
gas storage, oilfield services, and limited exposure to the E&P sector. 

* Thorough understanding of market conditions and broad array of industry contacts and relationships. 



8/96 to Present 


Worked in a structured finance capacity for Corporate Finance, ECT Treasury (predecessor to Enron North 
America natural gas & power), Enron Industrial Markets, Enron Global Markets, Enron Broadband . 
Successfully structured and financially closed the following transactions: 


• Credit-Linked Notes (I44A Bond Issuance) 

$ 750 MM Yosemite 1 — Linked Enron Obligations (LEO’s) 

— Developed and issued the first, major single-name credit-linked note in the capital markets. The structure 
provided Enron with blind pool (free substitution rights), long-term funding vehicle for securitizing structured 
bank transactions and passing along the credit risk to the capital markets while maintaining the structuring risk 
with the sponsor bank. 

$ 350 MM (US equivalent) — Yosemite 2 Sterling issue 

— Joint effort with the London office (utilized Yosemite joint effort with London office utilizing Yosemite 1 
technology 

S 500 MM Enron Credit-Linked Notes (ECLN) 1 

— Next-step evolution of the original Yosemite transaction. Improvements included considerably greater 
transparency which contributed to considerably lower transaction costs and greater distribution capability. The 
ECLN technology was utilized for additional future financings by Enron in the amount of approximately $ 
-900MM. 

• Structured Prepay Transactions 

Closed several crude oil prepay transactions with Citibank in the amount of approximately S 1.5 Billion which were^' 
ultimately refinanced via the credit-linked note structures. The prepay transactions provided for greater asset/liability 
management for die company and utilized an innovative series of derivatives to match the risk profile of the credit- 
linked note structures and minimize any incremental credit exposure to the Citibank. 

• Project Slapshot—S 375 MM 

Developed and implemented an off-balance sheet, off-credit tax-advantaged financing structure which represented ; 
the permanent, takeout financing for die acquisition of a $ 375 MM newsprint mill located in Canada. 

• Enserco— S 125 MM 

Created an deconsolidated funding vehicle with a investment partner to be utilized to provide all types of capital to 
the oilfield services sector. The original transaction was closed at $ 75 MM and later increased to $ 125 MM. 
Innovative structure which allowed for access to capital in a difficult sector. 
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• Provided input on a variety of transactions which eventually did not reach financial closing or did cot ultimate 
require separate financing. Examples are as follows: 


The Fuji Bank Limited (Houston. TX) • 3/92 to 6/9 6 

VICE PRESIDENT, Project Finance Group 

• Engaged in marketing efforts as calling officer to secure new business for the bank. Primary market included power 
generation, pipeline, gas storage, petrochemicals, and refineries. 

• Prepare credit applications for project finance transactions. Transactions included a lead role as Agent/Arranger for 
an approximate $ 250 MM cogeneration project, Lead Manager for an approximate C$ 193 MM cogeneration 
project in Canada, and Participant in an international $ 900 MM cogeneration project Preparation of credit 
applications includes extensive cash flow model analysis, review and analysis of contracts, examination and 
negotiation of documentation, evaluation of financial structure, and risk assessment 

• Serve as primary account officer on two major transactions agented by the bank, a 2 12 Mw cogeneration project (S 
250 MM) and a 180 Mw ($ 130 MM) cogeneration project. Monitored existing project portfolio of approximately 
$170 MM. 


The Fuii Bank. Limited (Houston. Texas! 6/89 to 02/92 

Assistant Vice President - Energy Lending Group 

Analyzed and assisted in the preparation and presentation of credit applications for reserve-based oil and gas, leasing, 
and corporate energy transactions. Assisted in relationship management via calling efforts and follow-up on 
requests. 

• Performed lead role in the ownership restructuring of a 180 Mw cogeneration project agented by the bank and 
assisted in the analysis of three project finance transactions. 

* Performed credit maintenance and monitoring functions on a variety of project finance and corporate facilities. 
Responsible for budgeting and planning functions for die group. Initial credit training program consisted of rotations 
among the corporate finance, public finance, project finance, and energy finance departments. 


EDUCATION 

University of Texas (Austin, Texas) 

Bachelor of Business Administration, May 1987 
Major. Finance 
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Project Slapshot brief 

Project Slapshot Scores! 

Enron's project creativity is not limited to the commercial teams. Enron Industrial 
Markets' (EIM) financial squad found a novel way to slam the puck into the goal with 
Project Slapshot, an effort to refinance the March purchase of the Stadacona newsprint 
mill in Quebec City, Canada. [See eBtzFeb. 2, ,2001.] By using a derivatives package that 
transferred the credit risk from the asset to Enron Corp., EMs Bill Brown, Regional 
CFO, and Doug McDowell, Director, cut 400 basis points - that's 4 percent - off the 
interest rate most pulp and paper mills currently pay for capital. The financing was 
transacted by Sundance, a separate Enron partnership with a financial investor, in order to 
keep the debt off the corporate balance sheet and allow Enron some flexibility with the 
asset To top it off, the transaction is 100 percent financed. '• 

Why is this such a champion financing? Just imagine that you could borrow 100 percent 
of the cost of a house and pay interest rates that are 4 percent less than prevailing 
mortgage rates. Pretty good, eh? Too bad Bill and Doug don't take on private clients. 
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SUNDANCE TRANSACTION 
SLAPSHOT FINANCING 


Background 

The Sundance Partnership owns equity in Stadacona as a part of the Sundance 
transaction. Under this Partnership. Stadacona has approximately S375 million of debt 
outstanding due to Enron Corp. which debt is contractually subordinated to our interest in 
Sundance, and therefore, for our purposes has no effect on our investment in Sundance. 

As part of the Sundance Partnership Agreement, we have a right to consent to any 
modification to the debt arrangement at the Stadacona level. Enron has asked our 
consent to a refinancing as described below. 

The Slapshot Refinancing 

There is a complex refinancing structure being proposed that is designed to generate 
certain tax benefits for Enron. From our perspective, after the application of this 
structure, the Stadacona entity will have borrowed S 1 .375 billion from Hansen Co, a 
Canadian SPV. The proceeds of this senior, unsecured loan will be used to extend a 
S 1 .0 billion senior unsecured loan to ECPC, an Enron subsidiary, with the remaining 
S375 million used to repay the outstanding debt to Enron on the Stadacona assets. 

Enron Structural Financing Enhancements 

Stadacona is subject to a number of default or liquidation scenarios whereby the banks 
involved in the refinancing through Hansen would potentially have a senior unsecured 
claim to Stadacona, and the assets thereof, for repayment of the S 1 .375 billion. This 
claim would be senior to our interest in Stadacona. Enron has recognized that the 
addition of this unsecured interest in Stadacona is a deviation from the current 
Partnership structure; as such, Enron has agreed to; 

• Expressly covenant that following the refinancing of Stadacona, the assets of 
Stadacona will be unencumbered and will not become encumbered in the future _ 
without the prior consent of Citigroup. In other words, the claim will be an unsecured 
claim on Stadacona. 

• Expressly covenant that the implementation of the refinancing of Stadacona will not 
prohibit Stadacona from making distributions in accordance with the Sundance 
transaction documents. 

• Expressly covenant that prior to the sale of the Stadacona assets Enron will and will 
cause all other parties to unwind the Flagstaff Financing and settle all outstanding 
liabilities under the refinancing from sources other than the assets of Stadacona. That 
is, if Citigroup elects to liquidate Sundance and sell the underlying assets, the debt 
claim created by the Hansen loan will be extinguished from outside funds provided 
by Enron. 
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• Will expressly waive and forego any right to assert any direct or indirect claim or 
cause of action, or bring any legal or equitable proceeding against Hansen or 
Stadacona. 

• Agree not to amend, assign or waive any of the provisions of the Flagstaff Financing. 

• Indemnify Citigroup for all costs, expenses, or other amounts incurred as a result of 
the Slapshot refinancing, including any to effects of the transaction. 

Citigroup's Position After the Slapshot Refinancing 

Given the Enron representations, covenants and indemnity, Citigroup is essentially 
exposed to Enron for the S28 million of its initial Sundance Partnership contribution (i,e„ 
we remain in substantially the same position before and after the refinancing). 


Existing Sundance Protection 

Any liquidation of the Sundance Partnership will not cause our capita! to be at risk to 
satisfy the obligations of the subsidiaries of Sundance (e.g. Stadacona). 


CITI-SPSI 0045040 
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^^^■Stepherajrf: Doug.ias@Eai: •/ ■' 1 


To: Davis Maxey/Cotp/Enron@ENRON 

cc 

Subject Re: Canadian Financing Proposal 11 - 

Thanks for tie E-mail - yes, Stephen D has been getting a lot of my mail recently - poor guy. Anyway, I 
looked at the proposal and it Is a similar version of an arrangement that Morris and I have Independently 
been developing with our Canadian counsel (sans Investment bank). In fact, we spent several days in 
Canada two weeks ago to better develop the structure and expect to conclude It shortly. Thanks for the 
contact and 1 wffl contact them during the next week or so. Otherwise, how is the consent process with 
Apache going? Any news? My best to all. Steve. 

Davis Maxey @.ENRON 


Davis Maxey @ ENRON 
12/08/2000 0451:14 PM 

To:- Stephen H Douglas 
cc: 

Subject Canadian Financing Proposal 

Steve, • • . ' 

I appear to have sent this to the wrong person. 
Dave 



Attached is the Natio nal Bank o f Australia proposal that we discussed. Simon Ing (212-tiMMfe) and 
John Gallagher (2124IMW) are the Investment bankers working on this structure. I would be glad to 
arrange a conference call; alternatively, please feel free to contact them directly. 

Regards, 


Dave 
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MEMORANDUM 


To: Tim Hensier 

Investigator 

Senate Subcommittee on Investigations 

From: Tim Edgar 

Faculty of Law, The University of Western Ontario 

Re: Canadian Income Tax Consequences of FlagstafE/Enron Transaction 

Date: December 9, 2002 


1. The following note summarizes certain of my comments that I made orally 
regarding the Canadian income tax consequences of a financing transaction that, for 
convenience, I refer to as the “FlagstafiTEnron transaction.” My oral comments were made 
previously in the context of a conference call with you and two of your colleagues. The 
conference call was held on December 5, 2002. 

2. My understanding of the FlagstafiTEnron transaction is based on a seven-page 
transaction summary provided to me by fax transmission of December 2, 2002. 1 also have 
had the benefit of a review of a written opinion given by Canadian tax counsel (“the 
opinion”) regarding the Canadian income tax consequences of the transaction. A severed 
copy of the opinion was provided to me by fax transmission on December 6, 2002. 

3. The comments that follow should in no way be construed as a legal opinion. In 
particular, I have not engaged in the kind of thorough review of the transaction 
documentation and relevant law that would be required to support a formal opinion. The 
comments should be taken instead as reflecting my initial impressions of the likely 
Canadian income tax consequences of the FlagstafFEnron transaction, based on a limited 
review of the transactions and relevant law. 


I Permanent Subcommittee on Investigations , 

EXHIBIT #364 
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COIN Transactions and the FlagstafF/Enron Transaction 

4, The cash flows associated with the MagstafB'Enron transaction replicate those 
associated with certain long-term debt financing transactions commonly referred to as 
“Canadian Optional Interest Rate Notes” (“COINs”). A number of these transactions were 
entered into in the early 1990s by a handful of Canadian corporations. These obligations 
typically were issued for terms of 40 to 99 years. Holders were provided with an option, 
exercisable within a defined period after issue, to require the prepayment of interest in 
respect of future years (for example, years 1 1 through to the maturity of the obligation). 
The amount of the prepayment, equal to the present value of the future interest 
obligations, effectively served as a repayment of a portion of tbe stated principal amount 
of the obligation. In short, the borrower would ultimately receive as borrowed funds the 
nominal principal amount less the amount of the prepaid interest. Because the present 
value of the obligation to repay the nominal principal amount on maturity was negligible, 
interest was payable, in substance, on this net amount of borrowed funds received by the 
issuer. However, the borrower would claim a deduction for interest payable on the fuE 
amount of the nominal principal. The deduction was based on the legal form of the 
transaction, which involved a prepayment of interest for future taxation years and not a 
repayment of the stated principal amount. The economic effect was the conversion of 
otherwise non-deductible principal repayments into deductible interest expense of the 
issuer. 

5 . The Canadian Department of Finance responded to COIN transactions by enacting 
specific legislation (subsections 18(9.2) to (9.8) of the Income Tax Act) to ensure that the 
amount of deductible interest for a corporate borrower, as well as a partnership or trust, is 
based on the nominal principal amount of a debt obligation less any prepaid interest. In 
effect, the legislation treats such an obligation for an affected borrower as a net loan 
(principal advanced less any interest prepayment), with nominal interest payments treated 
as blended payments of principal and interest. Such treatment generally follows the 
treatment of these prepaid amounts for financial accounting purposes in Canada (see 
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Canadian Institute of Chartered Accountants, Abstract EIC-22 ). The COIN legislation 
applies generally for the 1992 and subsequent taxation years. 

6. The FlagstaffTEnron transaction provides the same cash flows otherwise associated 
with a COIN transaction by substituting the $1,039 billion payment under the Share 
Subscription Assumption Agreement for what would be a prepayment of interest on a 
long-term debt obligation. On the assumption that the integrity of the legal form of this 
agreement is respected and considered determinative, application of the COIN legislation 
is avoided, since that legislation refers to amounts that are paid "... in satisfaction, in 
whole or in part, of the obligation to pay interest on [a] debt obligation in respect of a 
period ... after the beginning of the year Although the legislation extends to such 
payments made either by the issuer of a debt obligation or any person or partnership, the 
legislation arguably would not apply to treat the Flagstaff/EnroD transaction as a net loan 
of $375 million, because the payment under the Share Subscription Assumption 
Agreement is not, as a matter of legal form, a prepayment of interest. Provided that the 
legal form of the payment is respected, the Enron group would realize a tax benefit 
attributable to the deduction of principal, as well as interest, payments on the net loan The 
blended payments of principal and interest would also not be considered to give rise to an 
obligation to repay, witbin 5 years of issue, more than 25 percent of the loan principal. 
Accordingly, the portfolio interest exemption from non-resident withholding tax in 
subparagraph 212(l)(b)(vii) of the Income Tax Act would apply to ensure that no such tax 
was payable on interest payments to Flagstaff. A comparable COIN transaction entered 
into with a non-resident lender would realize this same result, if the legal form of the cash 
flows under such a long-term obligation were respected for Canadian income tax 
purposes. 

Application of the General Anti-Avoidance Rule (“GAAR”) to the FlagstafT/Enron 
Transaction 

7. The opinion provides a thorough review of various provisions of the Income Tax 
Act relevant to the Enron/Flagstaff transaction. These provisions include: (i) the portfolio 
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interest exemption in paragraph 212(l)(b)(vii); (h) the thin capitalization rule in subsection 
18(4); (hi) interest income provisions in subsections 17(1) and 16(1), as well as subsection 
12(3) and Regulation 7000; (iv) the interest deductibility rales in paragraph 20(l)(c); (v) 
the benefit provisions of subsection 15(1) and section 246; and (vi) the debt forgiveness 
rules in section 80. I have no thing to say regarding the discussion of the application of 
these provisions to the FlagstafE/Enron transaction. The opinion is on firm ground in its 
discussion of these provisions, and the transaction is unlikely to be successfully challenged 
in any of these respects. 

8. The Flagstaff/Enron transaction is much more likely to be subject to a successful 
challenge under the GAAR in section 245 of the Income Tax Act. Indeed, it is the possible 
application of this provision that supports a characterization of the transaction as ‘Very 
aggressive.” As suggested below, there is recent judicial authority supporting the 
proposition that the FlagstafiTEnron transaction represents precisely the kind of fact 
pattern and associated tax planning that the GAAR was intended to address. 

9. My comments on the application of the GAAR are obviously directed at the 
discussion of this provision provided on pages 14-17 of the opinion. The discussion on 
pages 12-14 of the possible challenge of the FlagstaffiEnron transaction on the basis of 
Canadian judicial anti-avoidance doctrines is not contentious. It would be highly unlikely 
that the transaction would be successfully challenged on the basis of these extremely weak 
doctrines. 

10. In its discussion of the possible application of the GAAR, the opinion relies heavily 
on certain statements by the Supreme Court of Canada in Shell Canada Limited v. The 
Queen , 99 DTC 1044 and the Federal Court of Appeal in The Queen v. Canadian Pacific 
Limited, 02 DTC 6742. These statements certainly provide a measure of support for the 
non-application of the GAAR to the Flagstaff/Enron transaction. However, I believe the 
Federal Court of Appeal decision in OSFC Holdings Limited v. The Queen , 02 DTC 5471 
provides a firm basis for the possible application of the GAAR to the Fiagstaffi'Enron 
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transaction. This possibility would appear to be recognized in the last paragraph of the 
opinion, which describes in strong language, the legal risk associated with the transaction. 
In fact, counsel would be unlik ely to express such reservations in the event that it was 
believed that a taxpayer has a chance of success that could be characterized as “more 
likely than not.” 

11. The opinion appears to concede that the composite transactions that comprise the 
Flagstaff/Enron transaction would be considered a scries of transactions for the purposes 
of the GAAR, and that the series provides a tax benefit in the form of those benefits noted 
above. Although there is some contentiousness regarding the concept of a series for the 
purposes of the GAAR, the component parts of the Flagstafi/Enron transaction are 
probably accurately characterized as a series within the narrowest concept of that term 
developed by UK courts and acknowledged by Canadian courts. Consequently, it is 
probably unnecessary to rely on the extended statutory concept of the term set out in 
subsection 248(10) of the Income Tax Act, as considered in OSFC Holdings . 

12. The problematic aspects of the FlagstaflTEnron transaction would appear to be the 
non-tax purpose test and the misuse or abuse standard set out in the GAAR. More 
particularly, there is a strong possibility that one or more of the component parts of the 
transaction could be characterized as an “avoidance transaction” on the basis that such 
part or parts: 

• cannot he considered to have been carried out primarily for a bona fide purpose other 
than to obtain the tax benefit; and 

• constitute a misuse of the provisions of the Act or an abuse having regard to the 
provisions of the Act (other than the GAAR) read as a whole. 

It is in these two respects that the decision in OSFC Holdings is most relevant for the 
FlagstafFEnron transaction. 


13. The Federal Court of Appeal in OSFC Holdings had occasion to consider the 
application of the GAAR to a series of transactions that used a partnership structure to 



643 


12 /10/02 09; 33 F AX 518 681 3790 BWO LAW SCHOOL 


©007 


6 

transfer losses between unrelated corporations. Although the taxpayer argued that there 
were non-tax reasons for the transactions, the Court regarded those reasons as incidental 
or secondary to the primary purpose of gaining access to the tax benefit represented by the 
losses. The Court also characterized the transactions as an abuse of those specific 
provisions in the Act intended to prevent the transfer of losses between unrelated 
corporations. In effect, those provisions did not contemplate the use of a partnership 
structure to realize such a transfer, and the Federal Court of Appeal applied the GAAR in 
an effort to maintain the integrity of the specific legislative regime intended to prevent the 
economic effect of the substituted transactional form used by the taxpayer. The reasoning 
and result in OSFC Holdings has been subsequently applied by the Tax Court of Canada 
to a similar feet pattern in Mathew et at v. The Queen , 02 DTC 1637. On June 22, 2002, 
the Supreme Court of Canada refused the taxpayer’s application for leave to appeal the 
Federal Court of Appeal decision in OSFC Holdings. 

14. On the basis of the decision in OSFC Holdings , it is arguable that the 
FlagstaffTEnron transaction is distinguishable from the fact patterns in both Shell Canada 
Limited and Canadian Pacific in the above two respects that are relevant to the 
characterization of the transaction as an avoidance transaction. First, even accepting an 
interpretation of the non-tax purpose test that would save a series of transactions if the 
whole of the series can be considered to have been carried out primarily for such a 
purpose, it is arguable that the series in the FlagstaSTEnron transaction fails such a 
standard. In particular, the series appears to have been carried out primarily to refinance 
an existing $375 million loan for no apparent non-tax reason. The non-tax purposes 
described in the opinion for various component parts of the transaction may, at best, be 
considered incidental to the overriding purpose of refinancing this existing $375 million 
loan in order to deduct the outstanding principal as interest and avoid the application of 
non-resident withholding tax in Canada. In this respect, the Hagstafi/Enron transaction is 
distinguishable from the weak-cuxrency borrowings in Shell Canada Limited and 
Canadian Pacific , which were undertaken for the non-tax reason of injecting additional 
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funds into the borrower. It is not clear that there was any non-tax reason supporting the 
refinancing of the existing S37S million loan in the Flagstaff/Enron transaction. 

15. Although the matter remains uncertain, it is also possible that, for the purpose of 
the GAAR, each step in a series of transactions must be tested against the non-tax purpose 
test, with any transaction that fails this test being potentially characterized as an avoidance 
transaction. Under this interpretation of the non-tax purpose test under the GAAR, the 
FlagstaffTEnron transaction could he challenged by examining the integrity of each of its 
component parts. The Share Subscription Assumption Agreement would seem to be 
especially vulnerable to challenge under this test, in which case it would be considered an 
avoidance transaction if considered to give rise to a misuse or abuse of the provisions of 
the Act. 

16. The second respect in which the Flagstaff/Enron transaction is distinguishable from 
the fact patterns in both Canadian Pacific and Shell Canada Limited concerns the misuse 
or abuse analysis under the GaAR, Unlike the fact patterns in these cases, the 
Flagstaff/Enron transaction mimics the economic result associated with a specific 
transaction that is the subject of a specific anti-avoidance regime: that is, COIN 
transactions and subsections 18(9.2) to (9.8). In effect, substitution of the Share 
Subscription Assumption Agreement replicates the cash flows associated with a COEN 
transaction without apparently attracting the application of the COIN legislation. The 
Flagstaff/Enron transaction may therefore be closer conceptually to the partnership 
structure used in OSFC Holdings to avoid the ostensible application of a set of anti- 
avoidance rules to transactions that arc intended to transfer losses between unrelated 
corporations. 

17. In sum, there is a significant risk far the Flagstaff/Enron transaction that the Share 
Subscription Assumption Agreement would be considered an avoidance transaction and, if 
so, the transaction could be collapsed and treated as a net loan with blended payments of 
principal and interest over its 5 -year term. As such, there would be no deduction of 
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principal repayments, and the interest payments would be subject to non-resident 
■withholding tax in Canada. As suggested above, the Federal Court of Appeal decision in 
OSFC Holdings provides considerable support for this position. 
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~-5amT — | 

jMOOfiwm J,g ^ Jt « 


N«w FsclIit^M Details 


-L L j 

j 

CMMrttoM: OatONNOKTHAIWKACOM* 

«K4 HAnmM.OA*ct*vmrncm 

iw.ss* emcMcc**'*#** 


GFCXO; 

0t**w**t 

i«'4nsu i 

** CUn.tfV***,: Car 1 

Facility H*t, GFRK; 

Wlall T?m; 

Amount* in (ftouMnd*: 

m 

i 

i 

! 21827-4 US1015419-1 

US 101 541 HSR 

Pn***flNfT>*nt 

S«ttJ*rr>*cS 


140.000 

20.000 

j 

MuTtn or. 10 Y «v» 

>3-8 Ws >«tftft-tYr 

McXla— ?l-.1.rrc „>1 

-r-l-Tfl ij-.l&.'ttt > 

0- 15 Yr* »-tSYn 1 

140.000 140,000 14O.CC0 

" 140.000 140.CC0 

140. C00 140.000 

7.000 1,700 


1 Extendlr r* Un* GR8 CAP MKTSTTR MY 

INCREASE 6y St. 000 



Corrmoreal AcDWving Unit; HOUSTON PM&M PaolHy Risk Rating. «* 

Sov^nAwwt^Un-t Ctotaitort: Cut 

Bcoimfl Umt NEW YORK C3NA CoframttwJ; No 


TRADED PROQUCTSAIEfUVATCVES 

tor. OPTIONS - CCWMOCTTY, SWAM • CQAACCfKS. CCMMCWTY 7CRWAAC8, CCiMOtSfTY SWAPTlCtt, SA/SS, ASSET SWAPS • XCCY. SWAPS 
• xccr. swrmrocs - sccy, cotarr orrscxa. Ecum swaps, options - weax scuty fc*wa«os. ncex forwards, assst swap 
S*GJJ£CCY.FRA 


Cor* 


(MenMM 3XUM jfcwn asewM » 57»«4 aoz«o . «. «»•» » «*• «*«• pm maw » w« pur**** <* 


F*m ^ azm 

179041-3 USl7904t-3 

US179W1-S 


WtsST*w; 

Prt*«is#wr«»ot 

SoOorw* 


Amour** ji tJvouAanda; 

U«ft 
to.oco 


o-7 Pjvti i on -i mu »i-3 Mt . i a blMM ><am- j rr iljjOa 
10.CC0 10.000 10.CCO 10.000 10.0CO 10.0CO 


ErtAoatng UacC 
Commo<c!»l AwjrovWta Unit 
Sov*f*»sr* Approving Unit 
aoritirvg U>4: 


GR0 CAP 5SCTS/TR MY 
HOUSTON FMAJJ 

NEW YORK C3NA 


f wtfflr gwatwfes 


TRADED PRCCUCraC«WATW«3 


> 3 - SVm >S . ft Yn >4 - 10 Ytt >10-13 Yn >l5Yr* 
10.CCO 10.0C0 


1MCREASZ &y 7.CC0 
Factty RM Rating: 4 a 
C laoai.%=iOo*t Cur 


C ommu ted: No 

E*wy Cate NOVEMBER 28. 20CS 


For SWAM - CCMWCCfTM. 
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ENRON CORPORATION 





j Originating Unit 
j HOUSTON 

IGFC5D 

| 8000007002 

tCA Ho. jPagelfc } 

12000 T26771 |is I ! 


s- sen was Summary by Qoiisof - All amounts $?a U5$SSftS 



— 

Custtnwy 

Extending Unit Approving Unit 

F«o styM 

R.*k 

Type Rating 

Fac Amt 

Up To 

« MtJlJ 

8 Wa - 
1 Year 

1 Year - 
3 Year» 

3 Years 

S Years 

to Years 

&.«10 

EM GR3 SS^IAPOrV {HOUSTON PVSM 

ll|i8§ 

& 

E91 

; : >V 

SsS? 

a 

wmsmimm 





EM GR3 SINGAPORE 'HOUSTON FMAM 

14K04-2 

Set I 

4* 

7.00 



i — 

'EM GRB SINGAPORE IHOUSTOK PK4&5 

148203-2 

Clf | 

“ 




; j 




■hot; 

0.50 

■IM! 

HBMKMMHMiMHBl 


wm&' 





— 1 

|3«a paocostO 

HOUSTON PSAS'* 

13¥1&#-t 

Clr f «♦ 

■e. 

8 

1 * ! • 


MMV 

1 



I l , “} 

HOUSTON PM*m" ^ic"t^TON^.C T - 

mm 

ffTHT 

u 

ass 

m 

a 

||||j 


^24.25 


sjjjlifj^l 


GRB NY SSCURlTLZATi HOUSTON WM 

U 6442-3 

On 

— 

STS 

S 16 

6 16 . 





rx 

ne 

■T^ 

24.25 

‘ 24.25 


j 

1 



iii 

C9 

■KE3 

46.67 



' 


HOUSTON PMAM 

HOUSTON PMSM 


84508-1 

Oil 

4- 

33.33 

33 33 

33 33 

33.33 

33 33 



GRB NY SeCURTfUATI 

HOUSTON PMU* 


El 

E » 

30.00 

30.00 

30.00 





Houston pm&m 

HOUSTON Pi&SiS 

E3&&5I 

E2I 

CT 

242.50 

242.50 

242.53 





WOUSTOK PMSM {HOUSTON F*H& 



E3 


7.50 

7.53 





Houston pmsk 

HOUSTON m&M 

R»W?M 

yx 

[9 

■MEIE3 

88.80 

68.60 

68. B0 

68.80 

65.30 


HOUSTON PMSM 

HOUSTON PMW.I 

•viw-i-fl 


W 

6J20 

620 

B.20 

820 

3 _20 

9TJ0 


pR3 ptsammowDow 

HOUSTON 

■HTF-liJ 

LCl 

L9 

iB5 

S.5S 





~z 

pR& PW6AS LONDON 

HOUSTON PWJAS 


Con 

4. 

0.01 

0.01 






HOUSTON PMAM 

HOUSTON PMAM 

■tHSrii-i 

Coo 

BS 

OJZO 

0.20 

0.23 

0.20 



GRB GTS CM WRLD LIN 


146*402 

ra 

n 

5.60 

5.60 






GRB GTS CM CORP ACH 

HOUSTON PMAM 

KT-ff?nS1 

E3 

k a 

12.50 

1Z5C 





. t 

SgRB GTS CM CORP ACH 

HOUSTON PMSM 

■TT^^Fl 

E3 

n 

■BCTT! 

43.00 



MB 

IM Bfl 

mm p s 

(SRB CAP MKTS/TR MY 

HOUSTON PM4M 

BE Egg 

a 

«• 

wmcrz 

5.00 

s.oa 

5.00 

5.00 

J.00 


GRB CAP MKTS/TR MY 

HOUSTON PM4M 

174434-1 


- 


37.50 

37.50 

37.50 

37.50 


i 

GRS CAP MKTS/TK NY 

HOUSTON PM8J4 


Eli 

□ 

15.78 

15.78 

mk^t 

HMTTT! 

MKE5E' 

15.78 

J 

JSS8 NEW YORK 

HOUSTON PM8.M 

KT"^7TI 

Cl 

4* 

S0.00 

50. DC 

■ES 

50,00 



| 

jGRB CAP M<TS/m MY 


■t'-eHi-l 

a 

n 

2.50 



.. 

.... 


i 

Houston pm&m 

HOUSTON PMAM 

ESSS1 

n 

■9 

■C3Ij 

HHH 


bmbm 

BM 

mmm 

mmm 

HOUSTON PM&M 

HOUSTON PMAM 

Bsrsn 

n 

4* 

75.00 

■■MB 


mmm 


M IM 

bmbbb 

HOUSTON F'VAM 

HOUSTON PM AM 

1 1' 

n 

K9 

jMBETS 






mbm 

Houston pmam 

HOUSTON PMAM 

si 

El 

ri 

■K-tt 

BUM 

■BH 

IM :- 

mmm 


■BMM 


HOUSTON PM4M 

1 *5559.1 

m 

EB 

«■« 


■MB 

bm 

mmbb 

■a 

HfiBBi 

E3SEXZ3BBH1 

HOUSTON PMAA* 


EK 

a 

■Kl! 





mmm 

Mi 

T’.'J il'.TfT^TMMM 


145062-1 

cv 

4* 

■CTT 


■Ml 

■M 

bbbhb 




(JEJEEJEEIMBB 

14C01S-1 

Clf 

13 

5.00 



mbmk 



J 

f f*. jl 

' j | ,,,*— " 


n 

p| 

n 

m 




B 



5H5I 

4^! J.;‘ ; >*:.•' ck-, ,jf* : 


1 

h 

1 


k'.-, ; 

a 

- .-- 

n 


■css 

■BETS 


■ME3G3 

BBB 

bkh; 

r-U 

ii i 

EECOS 


1 

i:: rsi 

rn 

n 



| I 

| mmm 

mmm 

1 

1 

B 

100810-5 

\J'r : 

E3 

a 

flCE 

IBEST 

- 

- - 

'iv- >; • 

-■ • 

IBflifl 

m 

BfB > 

i CurtCTfMHT Total* 


L_ 

| 32.7# 

— 1 
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ENRCNCCRJH2RAT1CI* 

j Cngiritsog U«4 

HOUSTON 

fcFClO 
f JC0CCO7K2 

!CA Mo. [Pas« No, “i 

j2OO0712#77l „ { 

Cu*tom«f 

Total Facility Summary 

Direct | 

;anftigont j 
iaW*y ? 

psr i 

Tout 


CSTBT 

Pi*c*Jn*« 

Ui, 


UUM 

ENRON CCRP 



492.8* 


*7 27 ! 

104.2#; 

w# 21 : 

100042413# 

IWOUST7H*! OASES LTD. 



0.8* 


O ZZ i 

0.0* 

0 97 1 

’lOQ12**835 

JCafT ENERGY DEVELOPMENT INVESTMENTS LA* 



10.00 




io oo f 

:j«3l24»87l' 

DELTA ENERGY CCRPCRA7TCM 





i 

0,00 

0.00 j 

j 10014728*3 

EM RON NORTH AMERICA CCRP 






150.00 

)50C0i 

•.100182473# 

CONTRACTUAL ASSET SECUAmZATSCN HOLDING 



3.00 


1 

0.20 

120! 

ilOC177S7S* 

ENRON AMERICA DO SIX. LTOA 





0.50 ! 

034 

0 54 * 

Hoot 792772 

ENRON CAPITAL « TRACS RESOURCES 34TERNAT 






0 50 

ssoi 

it001#2«1« 

ENRON TO.1 YCNETM UMTED SlRXOT 





41# ! 


««> 

{loaiwiw 

INCUSTTBAS VENTANC SA. 





1 

0,05 

. 003 : 

i 1001*2*0*3 

ENRON EUROPE LTD 





32.7# 


32 7# 

1081930073 

ENRONCflEDfT.COM EMOTED 





10 00 

’0 00 

1 108210*023 

ENRON AUSTRALIA ENERGY FTY. LTD. 


800 

I 

0.11 


0.11 

100313421# 

DASHCt POWER COMPANY 


*3.44 

1 



45*41 

10021M053 

ENRON TEESSICE OPERATIONS LTD 



11 91 


1131 

.1002191123 

RAWHIDE INVESTORS LLC 



50.00 




50.00 j 

10522141*4 

eiejctro axrmccAM * servtcossa 






4.00 

5.00 

1C32SS3385- 

ENRON HCiA PfWATS L3MTTD 



■10. CO 




16.00 

10K4JK1* 

EHRCN PUMC**G CCRP 



3*00 




34 CO 

!0Q2473*» 

MA TCRTf 4 PAMWEM UaTSD 





zm 


ass 

1C0333SOM 

EWtCN CANADA CCPP 



3-29 




1.23 

100247*044 

ENRON 3ROACBANO SERVICES UK UMfTEO 





1.00 


1 Q0. 

, 1002472231 

EMPRESA DE GENERACCN EUsCTTUCA 3A2NA LA 







750 

1002853247 

CARDEN STATE PAPER COMPANY. UC 







24.30 

90011 (Ml 472«a 

ENRON NORTH AMERICA CCRP 





0.00 


0.07 

j 9CQ2C0C0444C84 

ENRON CCRP 






35 00 

15.00 

j 90031 C0147I»tt> 

ENRON NORTH AMERICA C CAP 



304 




3.04 

j 9C031 5017W5S69 

ENRON NETHERLANDS HCLOPW B.V. 



o.cs 




0.04 

JwMI 0014720*3 

ENRON NORTH AMERICA CCRP 



7.0* 




7.09 

• Grind Too# 



*95.33 


117.02 

3T0.W 

| 1. 122.4# 
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| ENWCX CC«PCAAT}C* 



j c bgtMbng lint |g?GD 

| HOUSTON | OCCOOOTW2 

&>nWr, ^‘“Tl 

CA limit Control 


Custom** Typ* CORPORATIONS 





Rj*Jc Rating 4* 

AX Amounts US3 M36on* 

Lin* Amount 


Approved/ 

Pmposad 

UmO 

Eaaptton 


Dat* 

Approusd 



Total CntoX FacSba* 

SCO. 00 


022.40 



1,122.40 


Laval 1 Total Facafca* 








Diract SuMJmX 






695.33 


Aggrogats S*4ttan»nt Umt 

t ,000.00 







Aggragsts Curing lima 

I.OCO.OO 





1.152.29 


Taoo» Sub limits Prcffi* 


Maxmom % 
ParTorwc 





%ofFjcjat»» 

■c 3 Month* 

1.122.40 

1C0.C3 




1,122.40 

100 00 


1,122.40 

ICQ. CO 




seo.KJ 

78.02 

> 1 yMramt-oSYoani 

1.122.40 

ICO. CO 




480.83 

42.82 

> 3 Yaars and <■ 3 Yaura 

1.122.40 

100.00 




405.40 

30.12 

> 5 Yaura ind *» 8 Two 

1.122.40 

100.00 




185.69 

16.54 

> 3 Ysttn 

1,122.40 

100.00 




30.81 

3.44 

Crw!* Approval 
during limit Approve 
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A$9f*9*t» Approval Uval 
COSCOSCO(1) 

CPC SM 


Approval Grt«t* 

TOTAL FACILITIES CO 

AGGREGATE SETTLEMENT CO 
AGGREGATE CLEARING CO 


SCO SCC{1) CPC 

SCO SCCO) 

SCO SCC<1) CPC 


N«wl IncnwM 

TOTAL FACILITIES CO 

AGGREGATE CLEARING CO 


EaapOcn Approval G/M* 


1 Tanof cacapfen -Vprwd 
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CALCULATION OF CCHMtTED EXPOSURE 
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Exscuihm Summary 


Puncm^: Tto« purpose of Sfcl* m«wi 1* to approve the following facilities for Enron: 

1. Tuftcpar&S^arf Generation, U.C Fmardng - Gbfcan* has bee* asxod to csmmrt ?2C0Mfffw ith an expected hold of J79WM> out 
of a SSCOMM financing lead by CSf 3. Tha fadity vwl ha syndicated by the bccfcuww (CSFB) by 3/31/01. The transaction 
consists cf 3 3-phasa structure to Inane* Iba ccnstructicfl and bevdepmeht cf gas fired afectrc generating as^ts including fasd 
and soft costs related to future projects. The structure operates in a manner wriar to a synthetic lease. It has a drawdown period 
of 4 years and a final maturity of 3 years. 

Z Garden State Pspar Focfity- Citibank and Chase have each been asked So commit and hdd 324.SM M for a total of J5CKM in 
facRtiea 'with a 2-year drawdown period and a five year term out The asaats financed in Jus transaction consist, of pulp and paper 
facaces acquired by Enron to provide an asset base tor its paper and pulp trading busness. ^ — hx-u. A 6v.u ^'piAcr/.vC 

3. Sacchus/Caymus Trust Fa c%- Cita^nk has been asked to approve and held this 3250MM fedity consisting of Notes and t ( 
Certificates. The purpose cf t* financing is to mcnsSza Enron's pulp and paper trading business over year end in aniticpaScn cf 
its ultimata 8nsrtctog through a jetot '<tntora between Enron end equity investors '.vhich is axpacted to desa in trig first quartef of 
2001. Tha Ncts3 (5242.5WW) wS be suppertod by a total return swap with Enron Cop 23 the credit risk. The Certificates are 
supported by verbal support obtained by 8il Fox from Andy F35tcw. Enron Cap's Chief Rranbal Cfficsr. This facility has a one 
year terminaticn date. However, the company expects to repay it into! by 3/31/01. Jfil is net repaid by 2/31/01, we win syndicate it 

4. • To request approval tor a new Gearing Unit of S2C3 rrif-cn tor Enron Vlataie. ltd. to London to fadRata early me tabs transaction 

payments. 

5. To request approval to extend cur S33WU share of a 364 day rave bring credit tor Enron Funding Ccrp. from December 27, 2CCC to 
March 25. 2CC1 to cctocde with insurance fro&^temtinattcn dates ccnteinad to ha structure. Tha ctSgatfens of Enron Funding 
Ccrp. are guaranteed by Enron Ccrp. 

3. To request approval to extend and dscress* car share from S14.4WM to 33.i\24 to the Ccd htonetizaticn Fad% tor an a&SSonsI 
3$4 day period tormtossttog on 12/21/01. 

^^To request approve! tor a t'-sw darivstivoa Srodrtg 3r.e tor Enrcnotclicm to 3»3Jtountcf 3lCi3< to ccrssr ■a&sSng tocstos. Lawton 
is nsp&adtog Wa ~ro ntgisOtog a X-dsy d£&rret 

request approvd to increase darivattva tracing Tnes tor Enron North America Ccrp from 532MM to 315CMM to cover existing 
passive and active axessses end allow aJtSticnd trades. 

request approval to increase SS3 trafatg 5ns for futures irem S251WM to SSCf.&L 


Tetri Sspcsunt 




ws r 


tp 


> . ?/ 


$i? and Weedy’s rata Enron Cap as SKWBcal, raspscihsrfy xd Enron has on intern*! rt* rating cf A*. Tha revenue and RCRAP 
figures from Enron fcatorr toduda boil Gtifcank ardSSS: 



Su^SmBI .■■*.. 1 l ' j (• • 1 




Totd ra'.wxos tor 2CC0 3rua Eonn tor CacrA oto SC3 ermbirsd ae a^actcd to irxood 3^0 ^mjero G&qnk ravonuss in 2CC0 ere 
expected to be $41 mHcn cf 5» 5SJ mSca 

SagfflHsacflbte 

Th. e frra* n»w Javscxicns dasertood ^bove rare strategic transaction* tor Enron, ©van foi brsadtti cf our rdafcrahip ««th toe 
ccmparry m !ww« bean toW by Enron tot * to importert that partlcpsfie to Stece 3Sratogto ini&sJves. Each Jraraadicn has bean 

structured to protect 'he to* as tondsr and yfarid a mark(^ return, tn addition, we expod 3 signiScora amount of the tocrwnentsl 
exposure (337EWM) «8 be reducod by 3/31/CO. 
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ENSRGY/FGWEH HOUSTON 
ROUTmG/TRANSMITTAL FORM 


CUSTOMER NAME: 

CA NUMBER/LEVEL: 

DATE APPROVAL NEEDED: 
PURPOSE: 


ENRON COR?. 

#2608/126771 INTERIM LEVEL t/CPC/SM 
DECEMBER 13, 2000 


VARIOUS - SEE ATTACHED 


NAMZ/LOCATION i 

DATE 

SENT 

date 

RETURNED 

TO: Please check individuals needed for approval 



1 


ORIGINATION - Please inWal/daie and forward to next level 




Houston Anolvst/B anker 



1 


Lydia Junek, SCO 

X. 

Si552 

1 


William Fox, SCO 




Teas Stott, Rbk l 399P/Z 

X. 



Contact Executive 

X 



CPC (Fernando Yaigo) 

X 



LOAN STRUCTURING - Please initial/daie and fervord to next level 




Houston Loan Structure? 





Steven Victoria 399P/11 




John Byrae/2iKf SSO 




PLEASE RETURN VU UPS TO: 

Carol Rccnsy 

OticwpNcrtS* America, !ac. 

12C0 Smith Stre«t/2Ctil Rccr 

Hornsea, TX 77002 
ebctm 713-454-3590 

Fax: 713-454-2349 
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To request Approval to axtend Coal Mcnefeaticn facility #146442 for an additional 364 day period with a 
decrease from S14.423MM to 56.159MM.due to amortization. 

To request Approval of the Cayrrus Trust facilities (#205252 and #205253} in the total amount of ^ 
S250VSM. 


(/ 


To request Approval of our 375MM hold positicn of the Turbo Park facilities (#205254 and #205255) with y 
SSB’s underwriting position of S125MM. 

To request Approval to extend our 538MM s hsra of a 364 day R/C for Enron Funding Corp. from 
December 27, 2000 to March 23. 2001 to coincide ‘with Insurance Policy Termination. 1 / 

Enron Corp. will guarantee Enron Funding Corp's obligations. 

To request Approval for a new S2CCMM clearing Srriit for Enron Metal limited (#204074) In London to . s 
facilitate early metals transaction payments. ✓ 

To request Approval to increase derivatives trading Urea (#121327 and #179041} for Enron North America 
Corp. from 532MM to S15CMM to cover exsting passivefactive excess and allow additional trades. 

To request Approval for a new derivatives trwSng 3ns for Enrcmcrsditccm (32C4C45) In the amount c? 
510MM to cover existing tradaa. 

1SDA is being negotiated in London. Request SO day deferraL * 

To request Approval for our 54MM shars cf a new 53MM 7-year Revolving Commitment (#203722) for \ / 
Garden State Paper Company. ILC. Chase Manhattan is co-5endar. V 

To request Approval fcr cur 520.5MM shara of a new 341 MM 7-year Multi-Draw Term Facility (#203727) \ , 
for Garden Slate Paper Company. LLC. Chasa Manhattan is co-tender. 


10. To request Approval to increoso SS3 trading In* (#136783) from 525MM to 5S0MM. 


As of November 30, 2CCO a total cf S134MM In notional credit derivatives has been sold uvith a rap asset 
reduction of 513.6MM. 
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Enron Corp. 


Pre-Tax Earnings Analysis of SPAS 140's 1998-2001* 

($MM) 


Origination 

Date 

Deal 

Name 

Gain /(Loss) 
1998 

Gain/(Loss) 

1999 

Gain/(Loss) 

2000 

Gain/(Loss) 
2001 Q1&Q2 

Gain/(Loss) 

2001 Q3 

Grand 

Total 

2001 

Hanover 







2001 

CGAS (H2) 







2001 

Tahiti 1 (H2) 




30 

(30) 


2001 

Tahiti 2 (H2) 




20 

(20) 


2001 

Service Co. 





19 

19 

2001 

EOTT 





10 

10 

2001 

ETOL III 




40 

(c) 

40 

2001 

Eli Lily {H 2) 




33 


33 

2000 

TNPC (HI) 



47 

(a) 

(26) 

21 

2000 

TNPC (HI) 



91 

(b) 

(65) 

26 

2000 

TNPC (HI) 



30 


(21) 

9 

2000 

RIVA (H2) 



37 



37 

2000 

EBSCS (H2) 



53 

57 

(no) 


2000 

Avici 





(30) 

(30) 

2000 

Cerberus 







2000 

Bacchus/Networks 



112 



112 

2000 

Iguana/Mariner/ECP 







2000 

Discovery/First World 







2000 

ETOL 1,11 



104 

<c) 20 

<c) 

124 

1999 

Sarlux 2 


38 




38 

1999 

Trakya 2 


57 




57 

1999 

Riverside 5 


2 




2 

1999 

Ghost 







1999 

Piti Power Guam 


14 




14 

1999 

Alchemy 


11 




11 

1999 

Blackbird 


8 




8 

1999 

Sutton Bridge 2 


39 




39 

1999 

Rock 


27 




27 

1998 

Sarlux/Trakya 1 

200 





200 

1998 

Riverside 3 

58 





58 

1998 

Riverside 4 

28 





28 

1998 

Bammel Looper 

27 

10 




37 

1998 

Mid Texas 

40 





40 

1998 

American Coal 

5 





5 

1998 

Powder/Wind River 

28 

32 




60 

1998 

Churchill 

167 





167 

1998 

Northern Borders 

49 





49 


Total 125/140 

$ 602 

5 238 

$ 474 

$ 200 

$ (273) 

1,241 


Enron IBIT (d) 

$ 1,582 

S 1,995 

$ 2,482 

$ 1,588 

$ (633) (e) 



(a) $20M gain on initial securitization. S26M income through TRS. Additional value monetized in 2000. 

(b) $25M gain on initial securitization. $66M income through TRS. Additional value monetized in 2000. 

(c) The MTM of the TRS in 4Q2000 of GBP 9M and GBP 10M in 2001 has not been reflected on this schedule. 

(d) Income Before Interest, Minority Interests and Income Taxes 

(e) Enron IBIT includes non-recurring items. 

HI = Hawaii 1 

H2 = Hawaii 2 

•All gains are represented net of any current period losses 


I Permanent Subcommittee on Investigations I 

EXHIBIT #367 1 


ECU000072327 
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Fishtail (1362) 


Fishtail LLC CINY 

Notes Receivable - 3rd Party 364 

Notes Receivable - 3rd Party 54N 

Notes Receivable - 3rd Party 967 

A/R 

A/R-Trade 

Inventory PCDUMMY 

Price Risk Management Assets 

Goodwill 

A/P-Trade 

Additional PIC 364 

Additional PIC 1355 

Additional PIC 1370 


Unrealized MTM Revenue 
Financial Settlements - 3rd Party 


Earnings Before Interest & Taxes 


Opening Balance 
12/20/2000 

Entries 

12/31/2000 

Ending Balance 
12/31/2000 

8,024,061.00 

- 

8,024,061.00 


7,713,110.00 

7,713,110.00 


1,407,065.00 

1,407,065.00 

1 ,000.00 


1,000.00 

5.016.438.00 

(893,506.00) 

4,122,932.00 

13,406,400.00 

7,951,536.00 

21,357,936.00 

87.548,671.00 

(20,645,346.00) 

66,903,325.00 

114,571.521.00 


114,571,521.00 

(20,543,030.00) 

5,874,206.00 

(14,660.824,00) 

(200,001,000.00) 

200,000,000.00 

(1,000.00) 


(200,000.000.00) 

(200,000,000.00) 

(8,024,061.00) 


(8,024,061.00) 

. 

20,645,346.00 

20,645,346.00 


(22,052,411.00) 

(22,052,411.00) 


(1,407.065) 

(1,407,065) 


ECu000073019 
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Final Sundance Numbers 


Langtry Total 

188,500,000 

20.11% 

ENE Total 

748,900,000 

79.89% 

Langtry Initial Contribution 

28,500,000 

3.04% 

Langtry Commitment 

160,000,000 


ENE Total Contribution (ie cushion) 

748,900,000 


Garden State 

60,000,000 


Stadacona 

375,000,000 


SATCO 

13,900,000 


Fishtail 

210,000,000 


Liquidity Facility 

25,000,000 


Add i Capital Commitment 

65,000,000 

748,900,000 

660,000,000 

88,900,000 



ECU000073024 
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Skadden, Arps, Slate, Meagher x Flom llp 


riRM/AEF(L!AT£ OFFICES 
BOSTON 
CHICAGO 
HOUSTON 
LOS ANGELES 
NEWARK 

NEW YORK 
PALO ALTO 
RESTON 
SAN FRANCISCO 
WILMINGTON 
BEIJING 
8RU5SEL.S 
FRANKFURT 
HONG KONG 
LONDON 
MOSCOW 
Paris 

SINGAPORE 

SYDNEY 

TOKYO 

TORONTO 


VIA HAND DELIVERY 


Mr. Robert L. Roach 
Counsel 

Permanent Subcommittee on Investigations 
Senate Committee on Governmental Affairs 
199 Russell Senate Office Building 
Washington, DC 20510 


1440 NEW YORK AVENUE, N.W. 
WASHINGTON, D.C. 20005-21 1 1 

TEC: 13051 371-7000 
FAX: <2 02) 3S3-5760 
http://www.skaddsn.com 


December 10, 2002 


Re: Enron Con 


Dear Mr. Roach: 


Enclosed please find a response prepared by Enron Corp. (the “Com- 
pany”) to the request of the Permanent Subcommittee on Investigations of the Senate 
Committee on Governmental Affairs dated December 2, 2002. For your reference, 
the response is Bates-stamped EC2 000047 1 95 through EC2 000047 196. 

With this production, the Company does not intend to provide a 
general waiver of the attorney-client, attorney work product or other applicable 
privileges, and does not waive those privileges as to other documents not produced 
here. 
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Response to Permanent Subcommittee on Investigations 
Letter of December 2, 2002 
Slapshot financing transaction 

(1) What is the status of the loans, assets and entities involved in the Slapshot 
transaction? See following tables for status of the loans and entities involved in the 
Slapshot transaction. Note that certain entities involved in the transaction are owned and 
controlled by unrelated parties and, therefore, no information regarding the status of those 
entities or any loans to such entities is provided below. The primary assets involved in 
the. Slapshot transaction were the Canadian paper and pulp mill assets owned by 
Compagnie Papiers Stadacona (“CPS”). These assets are still owned and operated by 
CPS. 


Loan 

Status 

June 22, 2001 $1,414 bn loan from 

Flagstaff Capital Corp. to Hansen 
Investments Co. 

In November 200 1 Flagstaff Capital Corp. 
exercised its right to offset its obligations 
under a separate forward purchase 
agreement to acquire preferred shares of 
Hansen Investments Co. in full satisfaction 
of Hansen’s obligations under the loan. 

June 22, 2001 $1,414 bn loan from Hansen 
Investments Co. to Compagnie Papiers 
Stadacona 

Outstanding; amended to non-interest 
bearing demand note in May 2002 

June 22, 2001 $1,039 bn loan from 
Compagnie Papiers Stadacona to Enron 
Canada Power Corp. 

Repaid in May 2002 


Entity 

Status 

JPMorgan Chase 

Unrelated party - not known 

Flagstaff Capital Corp. 

Unrelated party - not known 

Hansen Investments Co. 

In existence 

Newman Investments Co. 

In existence 

Compagnie Papiers Stadacona 

In existence 

Enron Canada Power Corp. 

In existence; winding up business 

Enron Canada Corp. 

In existence: winding up business 

Enron Corp. 

In existence; filed for voluntary relief under 
Chapter 1 1, US Bankmptcy Code on 
December 2, 2001 


(2) Have any Enron-related entities, including but not limited to CPS, ECC, ECPC, 
Hansen or Newman, claimed any tax benefits related to the Slapshot transaction? 
No United States federal income tax deductions were claimed by Enron Corp. or any of 
its subsidiaries with respect to the Slapshot transaction. In addition, there were no tax- 
related benefits reported in the Enron Corp. and consolidated subsidiaries publicly issued 
financial statements filed with the SEC. Certain Canadian tax deductions were claimed 
as described in answer (3). 
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(3) If so, what entities claimed those benefits, in which country were they claimed, 
and how much in the way of tax benefits were claimed? See the following table for an 
itemization of gross interest deductions reported by the specified entities for Canadian tax 
purposes. 


Entity 

Country Claimed 

Deductions Claimed 

Hansen Investments Co. 

Canada 

$44.5 mn interest expense 
on loan from Flagstaff 

Capital Corp. 

Compagnie Papiers 
Stadacona 

Canada 

• 

$44,6 mn interest expense 
on loan from Hansen 
Investments Co. 

Enron Canada Power Corp. 

Canada 

$35.8 mn interest expense 
on loan from Compagnie 
Papiers Stadacona 


(4) Do any Enron-related entities, including but not limited to CPS, ECC, ECPC, 
Hansen or Newman, plan to claim or anticipate claiming any future tax benefits 
related to the Slapshot transaction? No 

(5) If so, what entities plan to claim or anticipate claiming those benefits, in which 
country do they plan to claim the benefits, and how much do they anticipate 
claiming? Not applicable; see answer to question (4). 




687 


William Mamas 
07/17/98 09:56 AM 



Global 0«t 4 Gas (7 1 3) 2 1 6-6386 Fa* Number {7 13) 2 1 6-4227 

To: Robert Traband/CHASE@CHASE 

cc: 

Subject: Prepay 


- Forwarded by William Manias/CHASE on .07/17/98 09:52 AM • 


*» Commodity Derivatives (212)834-4284 Fax Number: (212) 834 -6084 
To: William Mamas/CHASE@CHASE 

cc: Jeffrey W. Dellapina/CHASE@CHASE 

Subject: Prepay 


Bill. 


% 

oreoaygw>*f'c_0738.ooHere is a copy of the new prepay pitch. I have saved it as a 4.0 powerpomt file as 
I think this is the version you guys use in Texas. 


Obviuosty this is p&c and not for distribution so only use for your own education. 

Jeff will be back in on Friday, and you can speak with him directly regarding Coastal States. 


regards. 

HSC 


Permanent Subcommittee on Inves tigations 

EXHIBIT #369 


SENATE 
MAH - 02604 


FOIA Confidential Treatment 
Requested by JPMC 
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FOtA Confidential Treatment 
Requested by JPMC 
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FOIA Confident*! Treatment 

Requested by JPMC 


SENATE 
MAH - 02608 
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POM Confidential Treatment 
Requested by JPMC 
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FOIA Confidential Treatment 
Requested by JPMC 
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P°IA Confidante* Treatment 

Requested by jpmc 


SENATE 
UAH - 02616 
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, Janet Caruso To: Lesley OanielsWebsier/CHASE 

^ '* cc: 

07/C7/1SS9 Q3:52 PM Subject: Prepaid Forwards 


70501/89 05^7 PH: | 

Global Markets & Intsrattoltal 212-270-2249 Fa* Number: 212-270-2296 
To: Don M. WSson/CHASE@CHASE, Fraser Partridge/CHASE@CHASE 

cc: David Pflug/CHASEigCHASE, George Brash/CKASEQCHASE 

Subject: DISGUISED LOANS 

DON AND FRASER: 

I HAVE ASKED DAVID PFLUG TO COORDINATE A TOP LEVEL REVIEW OF OUR DISGUISED 
LOANS, AND TO WORK ON DEVELOPING A POLICY THAT MEETS ALL OUR NEEDS, BOTH 
TECHNICAL AND STRATEGIC. 

THIS WOULD INCLUDE THINGS LIKE: 

O MIS ON HOW MUCH WE HAVE 

O SOMEHOW ENSURING CONSISTENT ACCOUNTING TREATMENT 

O SOMEHOW ENSURING MAXIMUM EFFORT AT OUR TRADITIONAL “LOANS ARE MADE FOR 
DISTRIBUTION" STRATEGY, DESPITE THE ODD FORM OF THESE LOANS. 

O ENSURING THAT WE UNDERSTAND THE SUBTLE RISKS ASSOCIATED WITH SOME 
TRANSACTIONS, INCLUDING "DOCUMENT RISK". 

I WOULD EXPECT DAVID TO INVOLVE A FAIRLY LARGE NUMBER OF PEOPLE ON THIS, 
YOURSELVES INCLUDED. 

THANK YOU IN ADVANCE FOR SUPPORTING THIS EFFORT. 

DON 


To: Davrid Pflug/CHASElgCHASE 

cc; Suzanne Hammett/CHA5E@ CHASE, Brian 0'Neill@CHASE, Robert Fallon, Herb 
Aspbury/CHASF@CHASE, Don M. Wilson/CHASE, Fraser Partridge/CHASE 
Subject DISGUISED LOANS 

david ' 

THIS TOPIC HAS COME UP IN A VARIETY OF WAYS RECENTLY, AND WAS A DISCUSSION ITEM 
AT BRIAN O'NEILL’S OFFSITE TODAY, 

I THINK WE NEED TO MAKE AN OFFICIAL PROJECT OUT OF THIS . HERE IS HOW I SEE THE 
ISSUE: 

WE ARE MAKING DISGUISED LOANS, USUALLY BURIED IN COMMODITIES OR EQUITIES 
DERIVATIVES (AND I’M SURE IN OTHER AREAS). WITH AFEW EXCEPTIONS, i HEY ARE 
UNDERSTOOD TO BE DISGUISED LOANS AND APPROVED AS SUCH. BUT I AM QUEASY ABOUT 
THE PROCESS: 
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0 IS THE PRONG RIGHT VS, THE LOAN MARKET, OR DOES IT UNDERPRICE VS. THE 
LOAN MARKET EVEN IF IT PRODUCES A GOOD SVA? 

O IS THERE INTERNAL CAPITAL ARBITRAGE GOING ON? 

O IS THE DOCUMENTATION UP TO LOAN STANDARDS, AS OPPOSED TO ISDA MASTER, 

O AS A STRATEGY MATTER, IT CAN INDICATE PEOPLE FALLING BACK INTO THE HABIT 
OF MAKING LOANS TO MAKE LOANS (EVEN IF WELL-PRICED DUE TO STRUCTURING), AND WE 
DEFINITELY WANT TO END THAT BAD HABIT. 

O IT ESCAPES ROUTINE TRASNPARENCY, AS THE LOAN IS BURIED IN THE TRADING 
BOOKS AND WHEN WE SAY "WE HAVE XXX LOANS TO COUNTRY YYY' IT IS NOT INCLUDED. WE 
NEED TO KEEP IT TRANSPARENT AND INCLUDE THEM. 

O IT ESCAPES THE DISTRIBUTION DISCIPLINES AND PROCESS. I.E. IT JUST SITS ON THE 
BOOKS. 

AS A POLICY MATTER, I THINK WE NEED A SMALL TASK FORCE TO NOT ELIMINATE DISGUISED 
LOANS BUT TO MAKE SURE THEY ARE DONE RIGHT, THAT THEY ARE TRANSPARENT AND 
DON'T DISAPPEAR FROM OUR RADAR SCREEN, AND THAT WE INCLUDE THEM IN THE 
DISTRIBUTION PROCESS OVER TIME. 

PLEASE THINK ABOUT THIS AND LETS TALK. I HAVE COPIED OTHER RELEVANT PARTIES SO 
THEY KNOW THIS IS GOING ON, AS SEVERAL WILL UNDOUBTEDLY GET INVOLVED, AND THEY 
CAN WEIGH IN WITH ANY THOUGHTS THEY HAVE AS WELL , 

- DON 


O 



